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June 1997 

Honorable Tom Ridge, Governor 
Commonwealth of Pennsylvania 

Members, Pennsytvania General Assembly 
Members, Pennsylvania State Employes' Retirement System 

Dear Governor Ridge, Legislators and Members: 

I The Board of Trustees of the Pennsylvania State Employes' Retirement System (SERS) is pleased 

I 
to present our Annual Financial Report on the SERS Fund for calendar year 1996. 

As chairman of the SERS Board. I am pleased to note that the Fund had a 15.9% total investment 
rate of return in 1996 and a total market value of $18.5 billion as of December 31, 1996. By 
comparison, the Fund's annualized investment rate of return for the past five years was 11 .a%, and 
the annualized investment rate of return for the past 10 years was 11.5%. 

These substantial returns have enabled SERS to maintain fully-funded status since 1992. They 
also validate the Board's adherence to two key principles: 

prudent management of fund assets, and 
ensuring payment of benefits promised by the Commonwealth to SERS retirees and 
beneficiaries. 

Rest assured that the SERS Board, staff and I will continue to pursue prudent investment 
strategies to assure the solvency of the Fund and the quality of pension-related services to all 
SERS members. 

Sincerely, 

Nicholas J. Maiale 
SERS Board Chairman 
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Mission STATEMENT 

I. Plan Administration: To administer the retirement benefits plan for state employes and elected 
officials in accordance with Pennsylvania statutes; I 
II. Member Se~ices: To provide effective services to all active and retired members; ~ 
HI. Management of Retirement Fund Assets: To accumulate, manage and disburse the 
retirement Fund assets in accordance with fiduciary standards and at a reasonable cost to Com- 
monwealth taxpayers; I 
IV. Investment Policy: To maximize investment returns while exercising a prudent person 
investment policy. i 

Investment POLICY ~ 
T 

he State Emptoyes' Retirement Board adopted a formal Statement of Investment Policy 
in 1979. It has been revised period'rcally, principally to reflect and incorporate legislative 
changes governing investments, The purpose of the statement is t@ formalize the hard's 
investment objecfives, policies, and procedures, to establish guidelines for the investment 
of Fund assets, and to define the duties and responsibiiies of the various ent'hs 

involved in the investment p-s. The major elements of the statement are: I 
I 

8 As fidllciaties, the Board will exercise that degree of judgment, skill, and care under the 1 
circumstances Ben prevailing which persons of prudencq, discretion, and intelligence, who 
are familiar with such matters, exercise in the management of their own affairs in 
lnvestmen? matters: i 
The Fund's overall investment objective is to provide a total rate of return, over full 
economic cycles, which exceeds the return of a fully diversified market portfolio within each 
asset class, The Board seeks to meet this objective within acceptable risk parameters 
through adherence to a policy of diversification of investments by type, industry, quality, and 
geographic location; 

The Board employs an investment staff and also contracts with investment advisors and 
consultants to provide expert, pmtessional judgment in all investment decFsions; 1 
An annual lnvestment Plan is prepared te control the allocation of funds during the year 
among investment advisors and categories of assets; 

r Guidelines are established for each category of assets used by the Fund's investment 
a d v b  to provide a framework for monitoring quallty, diversification, and [iquidity; and 

Where investment characteristics, including yield, fisk, and liquidity, are equivalent, the 
Board's policy favors investments which have a posme impact on the economy of 
Pennsylvania. 



1 Investment OBJECTIVES 

T 
o assure an adequate accumulation of reserves in the Fund at the least cost to the 
citizens of the Commonwealth and to provide some protection against the erosion of 
principal by inflation, the long-term investment objeefies of the Fund, are: 

a Achieve and maintain the State Employes' Retirement Fund in excess of Actuarial Accrued 
Benefit Liability; 

Over the long run, achieve a positive real total rat8 of return (with inflation measured by the 
GDP Implicit Price Deflator); 

a Over the long run, achieue an absolute total rate of return not less than the actuarial 
investment retum assumption; 

Achieve in Domestic Stocks a total return that exceeds the total return of the Witshire 5000 
Index; 

Achieve in International Stocks a total return that exceeds the total return of the SERS 
Custom International Stock lnda; 

a Achieve in the Foced Income asset class a total return that exceeds the total return of the 
SERS Fixed Income Custom Index; 

Achieve in the Equity Real Estate asset class a total return that exceeds the total return of 
the NCREIF Index; 

Achieve in the Cash asset class a total return that exceeds the total return on US. Treasury 
Bills (SO days); 

Achieve In the Venture Capital asset class a total return that exceeds either the Venture 
Economics' relevant Vlntage Year Medlan Returns or relevant returns furnished for 
benchmark purposes by SERSs Venture Capital/Altematiie Investments consultant; 

Achieve in the Alternative Investments asset class a total retum that exceeds either market 
returns for similar types of alternative investments or relevant returns furnished for 
benchmark purposes by SERS's Venture CapitaVAlternative Investments consultant. 

Total return includes income and both realized and unrealized gains and losses and is computed 
on market value. The Board seeks to meet these objectives within acceptable risk parameters 
through adherence to a policy of diversification of investments by type, industry, investment 
manager style, and geographic location. 
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Investment PROGRAMSUMWRY 

S 
ERS's assets are administered by the SERS Board of Trustees. The Board has adopted 
an Investment Policy that incorporates the provisions of Pennsylvania's Retirement Code, 
which govems the investment of SERS's assets. The policy provides investment 
objectives and guidelines. An Investment Plan is reviewed and updated annually for 

strategic asset allocation purposes as well as for diversification needs within each asset class. 
SERS invests in eight major asset ctasses and uses external investment advisors with various 

investment styles as a method to ensure overall fund diversification. As of December 31, 1996, 
SERS's asset class allocation was as follows: 59.4% stocks; 23.8% fixed income; 1.2% cash; 5.1% 
tactical asset allocation (TAA); 7.6% real estate; 1.3% venture capital; and 1.6% alternative 
investments. 

Asset allocation is perhaps the mast important investment decision of the fund, accounting for 
as much as 90% of the fund's return performance. Asset allocation policies have a long-term focus 
and may take several years to impkement fully. 

SEler Flrrulnrset Ekar~es by market vdues nnd long-term fargel &&-on as of December 31,1996 
($ in miRtoas) 

Asset Class 
Domesfic Stocks 
International Stocks 
Fixed Income 
Cash 
Tactical Asset Allocation 
Real Estate 

Market Value 1996 Allocation 1996 Target Allocation 
$7,584.3 41.0% 39.0% 

3,406.3 18.4% 20.0% 
4,395.7 23.8% 23 .O% 

226.9 1.2% 1.0% 
945.3 5.1% 5.0% 

1,413.6 7.6% 9.0% 
242.7 1.3% 1.3% 

1.6% 

Numbemmay not add due to rowdim. 

SERS Fund mei Ouomtion as of December 31,1996, by met  elass akdpmenttige 
A ~ e ~ e n t r  

Ut.ra Venlutn capital 1.6% . ..., 
7.8% 



Investment ADVZSORS and PORTFOLIOS 

I 17 domestic stock investment advisors 
us 12 international stock investment advisors 
6, 2 currency overlay investment advisors 1 11 fixed income investment advisors 

2 cash investment advisors 
1 tactical asset allocation investment advisor 

or 
IS 

15 real estate investment advisors 
21 venture capital limtted partnership managing general partners 
15 alternative investment limited partnership managing general partners 

ed 

le, nrt 

In addition, four altemative investment and two fixed income relationships were approved by the 
Board but not yet funded at the end of 1996. 

s of December 31, 1996, SERS had retained the services of 96 external investment 
advisors, including: - A  

s of December 31, 1996, SERS's 96 external investment advisors managed 126 
investment portfolioslaccounts, including: 

20 domestic stock portfolios 
13 international stock portfolios 
2 currency overlay portfolios 

I 13 frxed income pottfolios 
3 cash portfolios 
1 tactical asset allocation portfolio 

25 real estate portfolios 
27 venture capital limited partnership interests 
22 altemative investment limited partnerships 

In addition, four venture capital partnerships, five alternative investment partnerships and two fixed 
income portfolios were approved by the Board but not yet funded at the end of 1996. Several 
investment advisors manage multiple portfolios for SERS. 



Asset Allocation as of December 31,1996 

Qomeptic Passiw Stxks Tolal 
Actively Managed Portfolios 
Dietche & Field Advisors 
Emerald Advisors - PA 
Fidelity Management Trust Company 
Iridian Asset Management 
Loomis, Sayles & Company 
Lord, Abhet & Co. 
MacKay Shields Financial COT. 
Mellon Equity Associates - PA 
Mellon Equity Associates - Special 
Miller, Anderson & Sherrerd 
J.P. Morgan Investment Management 
Neuberger & Berman 
Pilgrim, Baxter & Associates 
Prondent Investment Counsel 
Provident Investment Counsel - Stellar 
Stordivant & Co. 
Trinity Investment Management 
Zevenbergen Capital 

Domestic Active Stocks Total 

Domestic Stocks Tofal 

Passivelv Manag4 P o ~ l i o s  
Barclays - Europe Funds 
Barclap - Ausdia/New Zealand Funds 

Inrernario~l Passive Stocks Total 
Actively Managed Portfolios 
BEA Associates - core 
GAM International Management 
Marathon Asset Management 
Mercury Asset Management - small 
Miller, Anderson & Sherrerd - core 
J.P. Morgan Investment Management 
Pareto Partners 
Pictet International Management 
Reeord Treasnry Management 
Scottish Widows [nvestment Mgmnt. 
Seligman Henderson Co. - small 
TCW Asset Management 
Templeton Investment Counsel - core 
Three International Liqdidation Accounts 

International Active Stocks Total 

International Stocks Total 

Domestic and ZntemationolStocks 

(Sin millions) % of Domestic % of Total % ofTotal 
Market Vdoe && - Stocks 



Asset Allocation as of December 31,1996 (continued) 

F IXFU LllEUUlC I R i d  Income 
Pas,.."., ..a,,.'.. ,,, . Y.YUYU" 

MelIon Bond Associates S66.0 12.9% 3.1% 
Actively Managed Core PortfDlios 
P. G. Carbin Asset ManageInenE $9.6 0.2% 0.1% 
Fischer Francis Trees & Watts (Intll.) 433.4 9.9% 2.3% 
Miller,Aaddaso & Sherrerd (Domestie) 760.2 17.3% 4.1% 
Miller, Anderson & Sberrerd (Global) 776.9 17.7% 42% 
J. P. Morgan loveshnent Management 524.5 11.9% 2.8% 
Smith Graham & Co. 25.3 0.6% 0.1% 

Active Core F h d  Income Port Total $2,529.9 57.6% 13.7% 

Core Ftxedlncome Porfolios Total 93,e95.9 70.4% 16.7% 

Actively Managed Specialty Portfolios 
CIGNA Investments $0.9 0.0% 0.0% 
John Hancock Mutual Life Ins. Co. 153.9 3.5% O.&% 
W. R. Huff Asset Management 725.Q 16.5% 39% 
Legg Msnon Real Estate A M r s  410.6 93% 22% 
Trod Company ofthe West - Fwds Ilb&III 9.5 02% 0.1% 

Acrive Speciahy Fixed lnconre Total $1299.9 29.6% 7.9% 

Ftxedlncome Total 100.0% 23.8% 

% of Tohl  

Pa: :el $103.0 45.3% 0.6% 
PA State Treasury (Sepmte dcct + STIP)* 54.7Yo 0.7Y0 ' cash Total -- ~ o o . ~ / o  

Cash 1 

*Pem~yIvania Stole Treasury Shorf Term Inwsnnenl Poi (5TIPJ varues me ai cosi. invesmtent advisors'cprh IS reflec~ed 
within theft own marker values. 

The cash m a i m i ~ d  at the Penntyhtonid Treawnry for SERS reJlectF the STlP and Stparare Accomt wllve. 
The total PenmyIvanie Treaewy STIP b n l ~ ~ e ,  including cash advisors penmylvrmur Treos~oy Sepwate Account d P @ n  & 
WQ, welt as carh heldforSE&SIm~fment advisors = $470.9 million 

Asset AIloeatlon charts eontiniiedon page 6 



I 
Asset Allocation as of December 31,1996 (continued) 

S e D m  AccouutPortfolios 
CRA Real Estate Seeidties %983 
Forest Investment Associates 70.1 
HaitmadJMB 386.9 
tasalle Parmen 54.3 
Lowe Enternrises 184.5 
Radnor ~d;kien 

.%urnate Aceomt Pdo l ios  Total 
~ o o 6 d  Fund Portfolios " 
Aema - 4 pooled funds 
Alex Brown 
Copley CIIF-I1 
Corporate Property Investors 
Goldman Sachs - Whitehall 
Jobn Hancock 
Heitman - California Land Venture 
JMB -up T ~ s t m  
Metric Apartment Fund - 2 pooled funds 
Wrd Investment M e r s  
PSI 111 
F~udential - 2 pooled b d s  
Gentinel Corporation 
TCW WOCMOpportunity Fund A & B 

Pooled Fund Portfolios Total 

R e d  Ertrtle Total 

AF'A/Fostin - Fund I $6.0 
APAtFostin - Fund II 33.6 

% of Totpl 
Venture Cnpitnl 

Advent VII 
Bachow El 
CEO Venture Fund 8 & I1 
Edison Ventures Ill 
Fairview C&htal 
Fostin Capital I & II 
GrotechPA Ill& IV 
Healthcsre Ventures 111 
Keystone 11 & IV 
NEPd Ventures I & 11 
New Enteqnk Associates VI 
IUC Venture Group I 
Pittsburgh Seed Fund 
Point Ventures 
Polaris ventures 
Sprout Capitai W 
Stock Di ibnt iom 
Summit Ventwes IV 
TDH-I1 
Weston Prasidio Il 
Zero Sfage Capital II 

Ventwe Capital Total 



Asset Allocation as of December 31,1996 (continued) 

($in milli011~) % of Total % ofTotal 
Market Value Alter. Inv. 

$12.1 4.OYo 0.1% 
Blackstone Capital U 30.1 
Brentwood Associates Buyout Fund 
Chartwfiouse Eauitv II 
Clayton, ~ u b i &  &Rice V 
Code, Hennessy & Simmons I & II 
Hellman & Friedman II & ID 
Kelso lavement V 
Landmsk Equity Fartnem IV Ik V 
Madison Dearborn I 
Murphy & Fauver 
OCM - Opps. Fund &Principal Opps. 
RR&Z PA Fund#I & Rivate Equity Fund 
Schroder Ventma UK In & IV 
TCW Special Credits V 

ANernaiive Investments To& 





SUMMARY of ASSET CLASSES 



Summary of DOMESTICSTOCK INVESTMENTS 

D omestic and international stocks comprise SERS's stock asset class, one of eight major 
asset classes ~lsed to diversify the investments of the fund. SERS's Investment Plan 
diversifies stock investments and balances stock management styles. SERS contracts 
with external investment advisors to manage portfolios. 

Poliey: Stock investments are employed by the fund primarily because their expected large return 
premiums versus inflation will, if realked, help preserve and enhance the real value of the fund 
over long periods of time. The stock asset class is to be managed on a total return basis. 

Stock investments shall emphasize, but not be limited to, publicly traded securities that provide 
SERS with an equity interest in private sector conGerns (e.g., common stock, preferred stock, 
convertible preferred stock, convertible bonds, etc.). 

SERS's 1996 Investment Plan targeted an eventual allocation of 340% of assets to domestic 
stocks. It targeted the investment of 70.0% of domestic stocks in large capitalization stocks and 
30.0% in mediumlsmall capitalization stocks, and also provided for a balance in value and growth 
investment styles. The 1996 plan targeted 50.0% of domestic stocks to be indexed. 

MmM V d ~ e :  Domestic stocks had a $7,584.3 million market value, 41.0% of the total fund's 
$18,520.3 million market value, on December 31, 1996. 

N d e r  of Investment Advhors: SERS had contracts with 17 external investment advisors to 
manage domestic stock portfolios. 

Number of litvestmeut Porifolbs: SERS had 20 domestic stock portfolios managed by the 17 
investment advisors. 

Type of Inv-nf Por#olios: As of December 31, 1996, 69.6% of SERS's domestic stock 
allocation was in large capitalization stock strategies, and 30.4% was in mediumlsmall 
capitalization stock strategies. The portfolios within the domestic stock area can be classified by 
investment style: value at 18.4%; growth at 19.1%; and core at 62.6%. SERS had 18 actively 
managed portfolios (49.2% of domestic stocks) and Wo passively managed index portfolios (50.8% 
of domestic stocks). The active managers search out superior investment opportunities. The 
passively managed portfolios provide broad core diversification and ate designed to provide market 
performance at a low cost. 



- 
I 

*Market Value 
of Portfolio aa of 

Domestic Stwk December 31,1996 
Investment Advis~r Investment Style ($ mlflions) 

1. Barclays Giobal Investors 
E q u i i  Index Fund P (S&P 500) large cap stocks - indexed core $3,003.2 
Extended Equity Market Fund mediumJsmaIl cap stocks - 844.0 

(Wilshii 4500) indexed core 

I I 2. Dietche & Field Advisors 

I 13. Emerald Advisors 

1 / 4. Fidelity Management Trusf Company 

5. Iridiai Asset Management 

6. Loomis, Sayles & Company (D.C.) 

7. Lord, Abbett & Co. 

I I 8. MacKay Shields Fuunrial Corporation 

I I 10. Miller, Anderson & Sherrerd 

I 
I I 11. J.P. Morgan Investment Management 

9. Mellon Equity Associates 
PA Equity Portfolio 
Special Equity 

1 I 12. Neuberger Q Berman 

( 1 13. Pilgrim, Baxter & Associates 

I I 14. Providenf Investment CounseI (PIC) 

I I PIC SteUarFund 

I I 15. s n u d i v a  & co. 

I I 16. Trinity lnvesttuent Management 

small cap value stocks 

PA growth stocks 

S&P 500, risk controllea 

medium cap value stocks 

large cap value stocks 

large cap value stocks 

large cap value stocks 

PA stocks 
mediumlsmall cap stocks 

large cap growth stoeks 

S&P 500, risk controlled 

small cap value stocks 

medium cap growth stocks 

large cap growth stocks 

small cap growtb stocks 

large cap stecks 

large cap value stocks 

large cap gr ;od  stocks 
- I 



Summary of 
INTERNATIONAL STOCK I I V W S T M E .  

I nternational and domestic stocks comprise the stock asset class, one of eight major asset 
classes SERS uses to diversify the ~nvestments of the fund. SERS's Investment Plan 
diversifies stock investments and balances stock management styles. SERS contracts with 
external investment advisors to manage portfolios. 

Policy: Stock investments are employed by the fund primarily because their expected large return 
premiums versus Inflation will, if realized, help preserve and enhance the real value of the fund 
over long periods of time. The stock asset class is to be managed on a total return basis. 

SERS's long term investment objective in the lnternational stock component of the stock asset 
class is to achieve a risk-adjusted total return, net of fees, that exceeds the total return of the 
SERS lnternational Stock Custom Index. 

SERS's 1996 Investment Plan targeted an eventual allocation of 20.0% of assets to international 
stocks. It targeted the investment of 80.0% of international stacks to large capitalization stock 
strategies and 20.0% to mediumlsmall capitalization stock strategies. 

Market Value: lnternational stocks had a $3,406.3 million market value, 18.4% of the total fund's 
$18,520.3 million market value on December 31, 1996. 

Number of Investment Advisors: SERS had contracts with 12 external investment advisors to 
manage international stock portfolios. In addition, SERS had contracts with two external advisors to 
manage a currency overlay program. 

Number of Investment Poriflios: SERS had 13 stock portfolios managed by the 12 investment 
advisors in the international stock area and two portfolios for the currency overlay program. 

Type of Investment Potfolios: As of December 31, 1996, 80.9% of SERS's international stock 
allocation was in large capitalization stock strategies and 19.1% was in mediumlsmall capitalization 
stock strategies. SERS had 11 actively managed international portfolios and two index portfolios. 



*Market Value 
of Pdrtf0R0 a# of 

Irrtern&nnl Stock December 31,1996 
Investment Advisw Iwestment Style (S MUon8) 

1. Barclays Global Investors 
Europe Funds 
Australia and New Zealand Fnnds 

Europe stocics, M e x  
Australia and New Zealand stocks, 
Mexed 

12. BEA Associated htarnational stocks - core 

3. GAM International Management Pacific Basin ex Japan Stocks 

4. Marathon Asset Management International Europe stocks 183.2 

5. Mercury Asset Management International international medlumlsmall cap stocks 207.0 

6. Miller, Anderson & Sherrerd international stocks - core 499.3 

I 7. J.P. Morgan Investment Management Japan stocks, risk controlled 

8. Pareto Parhers currency hedging 

9. Fictet International Management 75% ihtematiod meWgmall  cap 
stocks 125% emerging markets 

I 10. Record Treamy Management cumncy hedging 

I 11. Scottish Widow Invmtmentntanagement Europe stocks 

12. Seligman Henderson Co. international medium/small cap stocks 189.3 

Asia ex lapan stocks 

1 14. Templet011 Investment Council international stock-core 



Summary of FIXED INCOME INVESTMENTS 
I 

d 
7 

F ixed income is one of eight major asset classes SERS uses to diversify the investments 
of the fund. SERS's investment Plan diversifies fixed income investments and balances 
fuced income management styles. It is SERS's practice to contract with external 
investment advisors to manage portfolios. 

Pol@: Faced income investments are employed by the fund primarily because of their ability to 
serve as a hedge against disinflation ahdlor deflation, their general ability to produce current 
income in the form of periodic interest payments, and because such investments help diversify the 
overall fund. The fixed income asset class is to be managed on a total return basis. 

In the faced income asset class, SERS's long term investment objective is to achieve a risk- 
adjusted total return, net of fees, that exceeds the total return of the SERS Fixed Income Custom 
Index. 

SERS's 1996 lnvestment Plan targeted an eventual allocation of 23.0% of assets to the fixed 
income asset class. Of this amount, 75.0% was targeted to the core strategies and 25.0% to 
specialty strategies. The specialty strategies include whole-loan mortgages, high yleldlspecial 
credits, and private placements. 

Market Value: Fixed income had a $4,395.7 million market value, 23.8% of the total fund's 
$18,520.3 million market value, on December 31, 1996. 

Number of Investment Advisors: SERS had contracts with 11 external investment advisors to 
manage portfolios within the fixed income asset class as of December 31, 1996. 

Number of Inves$ment Porrfoffos: SERS had a total of 13 portfolios within the fixed income asset 
class. 

3Lpe of Invesfmenf Portfolios: The fixed income asset class is divided into core and specialty 
segments. Core portfolios util'ie a broad array of fixed income securities, while specialty portfolios 
focus on well-defined sectors and opportunistic strategies within the fixed income market. 

Core: SERS had six actively managed core bond portfolios with a market value of $2,529.9 
million and one passively managed core bond portfolio with a market value of $566.0 million. The 
combination of core portfolios represented 67.0% of the asset class. The core portfolio segment of 
the asset class includes exposure to both international and global fixed income. 

Specialty: SERS had one wholdoan mortgage portfolio with a market value of $410.6 
million, three high yieldlspecial credits portfolios with a market value of $734.5 million, and two 
private placement portfolios with a market value of $154.7 million. 



nts 
ss 
nal Ph-ed lncom De&rnbw 31,1996 

Inmtment Advisor Investment Style (9 millions) 
Core 

I I. P.G. Cnbm Ass& Management active domestic fixed income 

h. I I 2. F i r b a  P-is Trees & Watts MI.) active international 

k- 3. MeIlon Band Associates domestic -index 
nn 

4. Miller, Anderson & Sherrerd 

3d I 
active domestie 
active global fmed income 

: 1 5. J.P. Morgan Investment Management aaive domestic. T i  income 

active domestic fixed income 
'8 

PA private placements b 

8. John Hancock Mntttal Life b s m c e  private placements 
Company 

Specid@ 
7. CIGNA InVestments 

I I 10. Legg Mason Real Estate Advisors 

3 

hi& yield bonds 

residential and commercial 
mortgages 

3 

f 

i 
b 

1 I. Trust Company of the West 
Speeial Credits Fund IIb special credits 2.6 
Special Credits Fund El special credits 6 9 

Total $4395.7 
'Iwludesse~ties myt &&lhgl the manu@r fuulil%dahlefir rnvestmenL N e  m y  nol add disc to raunidng. 

I 



Summary of CASHLWESTMENTS 

C ash is one of eight major asset classes SERS uses to diversify the investments of the 
fund. The SERS Investment Plsn diversifies cash investments and balances cash 
management styles. It is SERS's practice to contract with external investment advisors 
to manage porffolios. 

Policy: Cash Investments are employed by the fund to provide for SERS's liquidity needs and to 
accumulate funds for future permanent investment. The cash asset class is to be managed on a 
total return basis, with the exception that temporary investments may alternatively be evaluated on 
a yield-tc-maturity basis given their extremely short maturities. 

In the cash asset class, SERS's long term investment objective is to achieve a risk-adjusted total 
return, net of fees, that exceeds the total return on 91-day U.S. Treasury Bills. SfRS's 1998 
lnveshent Plan targeted an eventual allocation of 1.0% of assets to the cash asset class. 

Mmket Value: Cash had a $226.9 milllon market value, 1.2% of the total fund's $18,520.3 million 
market value on December 31, 1996. 

Number of Investment Adv&m: SERS had a contract with one external investment advisor to 
manage a portfolio within the cash asset class. SERS also utiliies the Pennsylvania State Treasury 
Department to manage two cash accounts. 

N d m  of investment Portfolios: SERS had three portfolios within the cash asset class: one 
managed by the external advisor, and two managed by the State Treasury Department. 

Type of Investment PortJofios: SERS had one actively managed short duration fixed income 
portfolio with a market value of $1 03.0 million; on a combined basis, the two portfolios managed by 
the State Treasury had a market value of $123.9 million. The State Treasury also manages excess 
cash balancas held by other SERS investment advisors in other asset classes. 

Market Value 
of Portfolio as of 

Cmh December 31,1996 
Investment Advisor 

- 
Inveament Style ($ millions)* 

I 1. Payden & Rygel short M o n  fixed k a m e  $103.0 I 
2. PA State T r e a q  Department 

a) Separate Account shortduration fixed income 
b) Short-Term Investment Pool shortterm fixed income and 

money market insmrments 

Po, 
as! 



Summary of 
TACTICAL ASSET ALLOCATION INVESTMENTS 

T actical asset allocation ("TAA") is one of eight major asset classes which SERS uses to 
diversify the investments of the fund. It is SERS's practice to contract with external 
investment advisors to manage portfolios. 

Currently, the TAA asset class contains one investment strategy - the Enhanced U.S. 
70130 Tactical Asset Allocation Fund CEnhancsd 70130 TAA"). The Enhanced 70130 TAA strategy 
shifts assets among stocks, bonds and cash. SERS contracts with an external investment advisor, 
Barclays Global Investors ("Barclaysn), to manage the portfolio. 

Policy: SERS's 1996 Investment Plan targets an eventual allocation of 5.0% of assets to the TAA 
asset class. 

Market Valm: SERS's investment in the Barclays Enhanced 70130 TAA Fund had a $945.3 million 
market value, 5.1% of SERS total fund's $18,520.3 million market value, on December 31, 1906. 

Rumber of Investment Advisors: SERS had a contract with one external investment advisor to 
manage a TAA portfolio as of December 31, 1996. 

Number of Investment PorQoIios: SERS had one TAA portfolio managed by the one investment 
advisor. 

Type of Investment Porqolio: The Barclays Enhanced 70130 TAA Fund is designed to offer an 
efficient, low cost means of seeking abovemarket returns from a portfolio diversified among the 
domestic stock, fixed income, and cash markets. 

The fund invests in three of Barclay's collective funds (Equity lndex Fund, Long-Term Fixed 
Income Fund, and the Short-Term Asset Allocation Cash Fund). Proprietary technology is used to 
establish the optimal asset mix among these funds and adjust the mix of these funds. The mix will 
vary as economic and capital market conditions change. Under equilibrium conditions, the 
Enhanced 70130 TAA Fund will have 70.0% of assets invested in the Equity lndex Fund, 30.0% of 
assets invested in the Long-Term Fixed Income Fund, and 0.0% in the Cash Fund. As of 
December 31,1996, the actual asset mix of the fund was 50.0% stock and 50.0% bonds. 



Summary of REAL ESTATE I I W E S T ~ N T S  

quity real estate is one of eight major asset classes SERS uses to diversify the 
investment of the fund. SERS's lnvesfment Plan diversifies real estate investments and 
balances real estate management styles. In accordance wlth the plan, SERS contracts 
with external investment advisors to manage portfolios. 

Policy: Equity real estate investments are generally long-term, Illiquid investments that, due to 
their high correlation with inflation, provide an inflation hedge and diversification within the total 
portfolio due to their low correlation with stocks and bonds. It is expected that the long-term total 
return (income and appreciation) for real estate will fall between those of stocks and bonds. The 
equity real estate asset class is to be managed on a total return basis. 

In the equity real estate asset class, SERSs long term investment objective is to achieve a 
risk-adjusted total return, net of fees, that exceeds the total ratorn of the NCREIF Index. SERSs 
1996 Investment Plan targeted an eventual allocation of 10.0% of assets to the equity real estate 
asset class. 

Investments are made through commingled fund investments, limited partnerships and 
separate account portfolios where SERS invests in the properties through real estate title holding 
companies or with other co-investors. SERS's equity real estate portfolio guidelines provide for 
diversification by: 

Transaction structures; 
Property types; 

8 Geographic location; and 
Development phase. 

Mmkel Value: Real estate had a $1,413.6 million market value, approximately 7.6% of the total 
fund's market value, on December 31, 1996, 

Number of lnvestment Advisors: SERS had contracts with 15 external investment advisors to 
manage real estate portfolios as of December 31, 1996. 

Number ofInvestmenl Por@ios: SERS had investments in 25 real estate portfolios managed by 
the 15 investment advisors. 

Qpe of Imestment Por#oEios: As of December 31, 1996, the composition of the real estate 
portfolio was: 

85% equity ownership, 15% equity-oriented mortgages; 
36% pooled funds, 64% separate accounts; 
25% ofice, 7% industrial, 32% retail, 20% residential, 9% hotellmotel, 7% other; 
18% Pennsylvania, 25% East excl. PA, 20% West, 20% South, 17% Midwest; and 

8 24% of the market value of the separate accounts was invested in 16 properties located in 
Pennsylvania. 



of Portfolio aa of 
Tnmsactio~) December 31,1996 

s m  
Initial 

P~diiIg 
BealEsrme 

Investment Advisor 

1. Aetna 
CERESA I 
PMS.4 
WSA 
Apartment Fund 

office, industrial 
diversified 
cfiversiflgd 
apartmeats 

equity ownership 
equity mortgages 
equity ownership 
equity o w n d i p  

industrial, oiher equity ownership 

3. CorporateProperty 
Investors 

retail malls equity ownership 

equity ownership timber 

5. HeitmdJMB 
Separate account office, industrial, 

retail, apartments 

land 

office. retail 

equity ownership 

equity ownership California Land Venture 

JMB Group Tmst IH 

6. John Hanwk Apart. Fund 

7. ta!M4e Separate Account 
Alex Brown Prohle Fund 

equity ownership 

apartments 

diversified 
office, industrial, 
retail 

equity ownership 
equity ownership 

8. LoweERteqwises 

9. Metric 
MIAF 

MIAFII 
10. OCM Opportuniw F a d  

&ce, hotels equity ownership 

apartments 
apartmeats 

equity ownership 
equity ownership 

equity and debt 

11. Pslm 
12. Ratinor Advisers 

industrial equity owne!&ip 

equity ownership PA offiee, 
industrial, retail, 
apartments 
diversified REITS CRA Swwities 

13. Senline1 Corporation 

equity ownership 

equity ownership office, mdustrial 
retail, residential 

eq~ty and debt 

15. WhitehallV&W 
Whitehall V-S & W-S 
Whitehall W B Tfm 

0ppaEtunisiic 
opportuni&c 
opportunistic 

equity aad debt 
equity and debt 
equity and debt 



Summary of VENTURE CAPITAL AWYSTMENTS 

v enture capital is one of eight major asset classes SERS uses to diversify the 
investments of the fund. Venture capital is the financing of young, relatively small, 
rapidly growing companies that do not have access to public equity or debmriented 
institutional funding. SERS invests capital as a limited partner in venture capital limited 
partnerships, which are established for the purpose of investing in and managing 

venture capital companies. 

Policy: In the venture capital asset class, SERS's long term investment objective is to achieve a 
risk-adjusted total return, net of fees, that exceeds either the Venture Economics' relevant Vintage 
Year Msdian Returns or relevant return data furnished for benchmark purposes by SERS's venture 
capital consultant. SERS's 1996 lnvestmenf Plan targeted an eventual allocation of 2.0% of assets 
to the venture capital asset class. 

mttoly: Act 95, Section 4, became effective on June 29, 1984, specifying that SERS may invest 
up to 1.0% of the fund's assets in venture capital by acquiring equity or debt and equiQ interests in 
a business that is expected to grow substantially in the future. Act 1991-23 became effective in 
1991 and specified that SERS may invest up to 2.0% of the fund in venture capital. Furthermore, 
Act 1994-29 became effective in 1994, enabling SERS to invest according to 'Prudent Person" 
standards, and further specifying that an investment in venture capital by SERS may be made only 
if the investment is reasonably likely to enhance the general welfare of the Commonwealth and its 
citizens. 

jl4atkd V i e ;  SERS's venture capital investments had a $242.7 million market value, 1.3% of the 
total fund's $18,520.3 million market value, on December 31, 1996. In addition, SERS had .$290.8 
million in outstanding obligations to fund venture capital partnerships, representing 1 .?% of SERS's 
total fund at December 31, 1996. 

Nunbep of Limited Partnerships: SERS has made commitments to 31 venture capital limited 
partnerships. As of December 31. 1996, SERS had paid-in capital as a limited partner in 27 of 
those partnerships. Paid-in capital represents funds that have been drawn down by the venture 
capitalist and are readily available for investment. 

SlERT Venture C@td Pregrlm: SERS venture capital program includes commitments to 31 
venture capital limited partnerships. These partnerships are committed to include Pennsylvania- 
based companies as a part of their venture investment focus. The intent of these partnerships as a 
part of the overall venture program is to make venture capital investments in companies either 
headauartered in Pennsylvania or in companies that provide employment for Pennsylvania citizens. 
  here is growing evidence that this stratky is bearing fruit. For 1994, Pennsylvania ranked among 
the tov 10 states in the U.S. in venture capital dollars invested. In 1995, Pennsylvania was tied with 
~orth'carolina for sixth on this list with $110 million dollars invested, up from $77 mittion the 
previous year. In addition, Pennsylvania-based managers ranked eleventh in capital commitments 
during 1995. 

A major component of the venture program is to diversify company investments across 
industries. As of December 31, 1996, the venture capital program was wen diversified across 
various industry categories: 

27% campnter related industries 19% Mthcare related industries 9% biote~h~ology 
l2# telecornrnuoications 4% Boaneial services 9% consumer products 
4% industrisl products 3% electronic products 1% restaurants 
2% retailing 2% media sewices 8% ethers 



/1 The venture program's financing stage focus varies among the 31 partnerships. The vetttufe 
partnerships focus on specific phases in company life cycles; SERS's investments are thereby 
grouped to reflect this exposure and are labeled as follows: later stage, middle stage, early s@e 
and seed stage financing. 

- -Lm 

VENTURE CAPITAL Committed, Drawn & Distributed 
at December 31,1996 

L 
In the chart below, Capital Committed represents SERS's capital committed to each venturn 

capital limited partnership. Capital Drawn is that portion of SERS's capital commitments that wes 
drawn or taken down by the venture capitalist and is readily available for investment. Market Value 
of Distributions shows the value of the profis distributed from each limited partnership to SERS. 

Financing SERS Capital Capital 
I Venture Capital Stage Initial Committed D m  Ditributioirs 
1 Limited partnership ~ o c i s  Funding (S millions) ($ millions) ($ milhna) 

1. APMostin 
2. Advent VII 
3. Advent Vm 
4. Bachow UI 
5. CEO Ventures S 
6. CEO Ventures II 
7. Edison Ventares JIL 
8. Fairview Capital 
9. Fostin Capital 

10. Fostin Capii II 
1 I. Grotech PA UI 
12. Grotech N 
13. Healthcare Ventures III 
14. Keystone II 
15. Keystone N 
16. NEF'A Ventures 
17. NEPA Ventures I1 
18. NEPA Venturea 111 
19. New Enterprke Assoc. VI 
20. New Enterprise Assoc. 
21. P/AFrndU 
22. PfA Fund m 
23. PNC Ventclres 
24. F'ittsbargb Seed 
25. Point Ventures 
26. Polaris Ventures 
27. Sprout Capital VII 
28. Summit Ventures IV 
29. TQH II 
30. Westan Presidio I1 
3 1. Zero Srage Capiral U 

diversified 
diversified 
diversified 
diversifred 
diversified 
diversified 
diversified 
minority 

diversified 
diversified 
diversified 
diversitied 
d i v e a e d  

middldater 
middlellater 
seedlearly 
seedearly 
seedeady 
earlynater 
early/later 
diversified 
diversified 
divasified 

seed 
diversified 
early stage 
diversified 
later stage 
diversified 
diversified 

seed 

Total $537.0 $246.0 $146.0 
Tontract exgcllred but norptnded **Nu uonwact to date. 



Summary of ALTERNATIVE INVESTMENTS 

A lternative investments is one of eight major asset classes SERS uses to diversify the 
investments of the fund. The alternative investment program has; commitments to 19 
leveraged buyout partnership ifivestments, four European venture capapRallprivate equity 
partnership investments, two distressed debt investment funds, and two partnerships 
which invest in secondary interests. 

Leveraged buyouts (LBO's) acquire qmpanies using borrowed 'kulds. Typically, assets of the 
target company serve as collateral for loans originated by the acquirer. The acquirer repays the 
loans from the acquired company's cash flow. SERS invests as a limited partner in LBO 
partnerships formed for the purpose of providing funds, usually in the form of equity interests, for 
the aauisition of companies. 

Special situations/restructuring investments operate under a philosophy of flexibility to adapt to 
mgrket fluctuations and opportunities that exist from the deteveraging of debHaden companies. 
Investments are usually made in successful companies, which carry high debt levels and seek to 
deleverage for a varieiy of reasons. Deleveraging is often used in an aeempt to avoid a major 
restructuring or bankruptcy. Investments are usualfy "white squire" or friendly "influence block" in 
nature. A "white squire" invest$ in wmpanbs that could benefit from ffie capital and presence of a 
large and supparfive shareholder. 

Investing in the secondary partnership market involves acquiring interests in established buyout 
and private equity funds by purchasing existing limited partnership positions opportunistically and at 
discounts from their net asset values. Secondary transactions, by virtue of investment timing, reap 
the benefit of reduced risk for the asset class, without a reduction in the return. 

SERS is also a limited partner in four European-based venture capital limited partnerships 
focused on private equity investing in France, Germany, and the United Kingdom (U.K.). Unlike 
ventute capital investing in the U.S., venture investing within Europe is more like private equity in 
nature, tending to occur at a much later stage and concentrating on lower technology industries. 

Poticy: In the alternative investments asset class, SERS's long term investment objective is to 
achieve a risk-adjusted total return, net of fees, that exceeds either market returns for similar types 
of alternative investments or relevant return data furnished for benchmark purposes by SERS's 
alfernafive investment& consultant. The 1996 Investment Plan targeted an eventual allocation of 
5.0% to the alternative investments asset class. 

Mar@ Value: SERS's alternative investments program had a $305.4 million market vatue, or 
1.6% of the total fund's $18,520.3 million market value, on DacemlXtr 31,1996. In total, SERS had 
committed to invest $700 million in the alternative investments asset class. 

N&r of Limited Partnerships: SERS has made commitments to 27 alternative investment 
limited partnerships. As of Decwnber 31, 1996, SERS had paid in capital as a limited partner in all 
but five of the limited partnership. Pddin capital represents funds that have been drawn down by 
the alternative investment advisors and are readily available for investment. 

A&maliw Znvestm~~b Program The altsrnative investments program has commitments to 19 
buyout oriented partnerships well diversified by size of investment and geographic focus. Only 
"friendly" acquisitions are pursued. All deals are non-hostile and privately negotiated. Most are 
non-auction and completed with present management Ln pplace. SERS's four non4.S. venture 
capital investments are comprised of private equity investments in companies based in the U.K. 
and Europe. The four partnerships focus on the U.K., France, Germany, and German-speaking 
countries. All four funds pfan to take advantage of changes occurring within Europe, including the 
elimination of trade barriers in the European Economic Community, the reunification of Germany, 



and the disintegration of the fomler Soviet Union. European venture capital investing focuses on 
small, rapidly growing companies that do not have access to traditional sources of capital. 

SERS has ownership interest in two partnerships special'uing in distressed debt instruments. 
One of the partnerships deals in debt obligations of financially troubled companies; the distressed 
debt is ultimately converted into equity in order to produce an equity oriented return. The 
partnership is national in focus. Similarly, the other investment, also in distressed debt, anticipates 
gains in the appreciation of the debt instrument ~tself and does not rely on converting the debt into 
an equity position. SERS also owns two partnerships that invest in secondary purchases. The 
partnerships have a national focus and specialize in secondary purchases of established buyout 
and venture capital holdings. The benefits of secondary purchases are that they: 1) enable the 
limited partners, who are selling for non-economic reasons, to gain liquidity in an otherwise illiquid 
investment; 2) can usually be acquired from motivated sellers at a substantial discount to net asset 
value; and 3) often provide early distribution of profits versus initial investments in a new fund. 

ALTERNATIVE INVESTMENTS Committed. Drawn & Distributed 
at December 31,1996 

In the chart below, Capital Committed represents SERS's capital committed to each limited 
partnership. Capital Drawn is that portion of SERS's capital commitments that was drawn or taken 
down by the general partner and is readily available for investment. The market value of 
Distributions shows the value of the profits distributed from each limited partnership to SERS. 

Alternative Znveslments 
Limited Partnership 

I . M A X  Capital Risque 111 
2.APAX German Ventures 
3. Blackstone Capital Il 
4. Brentwood Buyout Fund 
5. Charterhouse Equity I1 
6. Clayton, Dubilier & Rice V 
7. Code, Hennessy & Simmons 
&Code, Hennessy & Simmons 
9.DLJ Merchant Banking Fund 

10. Frontenac W 
I I. GTC&R V 
12. Hellman & Friedman Il 
13. Hellman & Friedman 111 
14. Kelso Investment V 
15.Landmark Equity Partners I V  
16. Landmark Equity Partners V 
17.Madison Dearbom I 
18. Madison Dearbom II 
19.Murphy & Fauver 
20. OCM Opportunities Fund 
2 1. OCM Principal Opportunities 
22. RR&Z PA Fund I 
23. RR& Private Equity Fund 
24. Schroder Ventures UK UI 
25. Schroder Ventures UK I V  
26. TCW Special Credits V 
27. Vestar Capital Partners 

Financing 
Stage 
Focus 

France 
Germany 

global buyouts 
national buyouts 
national buyouts 
global buyouts 

Midwest buyouts 
Midwest buyouts 
global buyouts 

Midwest 
national buyouts 
global situations 
global situations 
national buyouts 

secondaries 
secondaries 

national buyouts 
national buyouts 
national buyouts 
distressed debt 
private equity 
PA buyouts 
PA buyouts 

UK 
UK 

national situations 
national situations 

SERS Capital Capital 
Initial Committed Drawn Distribution 

Funding ($ millions) ($ millions) (9 ~ I ~ o I M ]  

11/29/90 $5.0 $5.0 $1.0 
l/30/91 5.0 5 .O 2.0 
8/26/94 40.0 20.0 17.0 
11/21/88 10.0 12.0 4.0 
3130194 40.0 27.0 8.0 
5/3/95 50.0 9.0 - 

9/28/89 10.0 9.0 13.0 
71 12/94 20.0 10.0 - 

* 75.0 - - 
** 40.0 - - 
* 11.0 - - 

1/7/92 25.0 24.0 7.0 
6/14/95 50.0 16.0 - 
1 126194 40.0 30.0 9.0 
2/28/95 31.0 8.0 3.0 
1/27/96 24.0 3.0 2.0 
2/23/93 15.0 11.0 8.0 

** 40.0 - - 
10/11/88 5.0 5.0 3.0 
1/12/96 24.0 14.0 
11/12/96 25.0 2.5 - 
3/2/88 10.0 10.0 19.0 
1 1/7/96 20.0 0.2 - 
8/29/89 10.0 9.0 12.0 
4/2/96 15.0 1.6 - 
8/25/94 35.0 33.0 - 

* 25.0 - - 

1 'Cun~rocr executed bur norjunded. "No conrract to dare. 





,I Section 2J 
PENNSYLVANIA 
INVESTMENTS 





Summary of PENNSYVANU IlWESTMENTS 

M embers of the SERS Board, employes of SERS and agents of the Board stand in a 
fiduciary relationship to the members of SERS regarding the investments and 
disbutsements of the fund. Subject to restrictions on investments contained in the 
Retirement Code and the Fiscal Code, the Board has exclusive control and 
management of the fund and full power to invest the assets of the fund. The Board 

adopted a formal Statement of Investment Policy in 1979 that has been revised to reflect and 
incorporate subsequent legislative changes governing investments. Where investment 
characteristics including yield, risk and liquidity are equivalent, the Board's policy favors 
investments that have a positive impact on the economy of Pennsylvania. 

SERS's investment portfolios have always had substantial investments in Pennsylvania firms, 
as some large national firms are headquartered in the Pittsburgh. Philadelphia, and Harrisburg 
areas, including Bell Atlantic, Rite Aid, Westinghouse, Sun, Rohm & Haas, and H. J. Heinz. In 
addition, SERS has invested in portfolios designed to emphasize investments in Pennsylvania. As 
of December 31, 1996, SERS had $1,270.7 million, or approximatety 6.8% of SERS's total fund, 
invested in Pennsylvania. Of this amount, SERS had placed $910.1 million in portfolios specially 
designed for Pennsylvania investments. 

STOCKS 
SERS has two Pennsylvania stock portfolios that increase exposure to "in-state" corporations. 

SERS's Pennsylvania stock universe is comptlsed of 561 publicly-traded corporations that: 1) 
name their headquarters as Pennsylvania and have Pennsylvania employes or operations; or 2) 
have Pennsylvania-based employment exceeding 25Oh of total corporate employment, Emerald 
Advisers, Inc., of Lancaster and Mellon Equity Associates of Pittsburgh actively manage portfolios 
for SERS from SERS's Pennsylvania stock universe. The market value of SERS's Pennsylvania 
stock portfolios was $130.5 million as of December 31, 1996. 

In addition to the Pennsylvania equity portfolios, SERS also had $276.7 million invested in the 
stock of Pennsylvania companies as of December 31, 1996. These stocks were held in SERS's 
index funds and in SERS's actively managed portfolios. 

F m D  INCOME 
At the December 11, 1996, Board meeting, the Board approved funding of a new program 

called the Pennsylvania Capital Fund. This program will be managed by Corestates Enterprise 
Capital Group and will provide debt financing to support the expansion and growth of Pennsylvania 
small business. The Board authorited a $75.0 million allocation for this program. Funding is 
scheduled to occur during the second quarter of 1997. 

As of December 31, 1996, SERS had $0.8 million invested in loans of the Pennsylvania Private 
Placement Separate Account designed by the Pennsylvania MILRITE Council and managed by 
Cigna. This account was created to provide long-term, fixed rate loans to established Pennsylvania 
firms that do not have access to the public bond markets. 

SERS had $163.7 million invested in Pennsylvania mortgages ($162.9 million in conventional 
commercial and $0.8 million in residential properties) as of December 31, 1996. The residential 
segment of this portfolio is comprised of competitive rate mortgages distributed solely throughout 
Pennsylvania, in accordance with SERS policy to originate 100% of all residential mortgages within 
the Commonwealth. The commercial segment listed ahove is comprised of competitive rate 
mortgages on various industrial, retail, apartment, and office complexes within Pennsylvania. Legg 
Mason, SERS's mortgage advisor, has committed on a best efforts basis under its fiduciary 
responsibility to invest between 15.0% and 30.0% of SERS's commercial mortgage portfolio in 
Pennsylvania and TOO% of all residential mortgages in Pennsylvania. It is conservatively estimatec' 



that as of December 31, 1996, the various commercial projects financed within the Commonwealth 
by SERS under the commercial mortgage program directly employed over 5,000 workers. This 
figure does not take into account those employed in the property management and maintenance 
areas of these projects, nor does it consider the favorable "ripple effect" such jobs may have on the 
local economy. 

Additionally, SERS had approximately $47.4 mittion invested as of December 31, 1996, in 
corporate securities issued by ~enns~lvania-based companies. These securities are held in 
SERS's various externally managed bond portfolios. 

CASH 
SERS is one of the largest investors in the Short Term Investment Pool managed by the 

Pennsylvania State Treasury Department. The Treasury Investment Pool had significant holdings 
of: 1) certificates of deposit issued by Pennsylvania-based financial institutions; 2) short-term 
notes and commercial paper issued by Pennsylvania-based companies; 3) notes and obligations 
of selected Pennsylvania state agencies; and 4) FNMA mortgagebacked securities backed by 
loans issued under the Homestart program. The Homestart program is designed to encourage 
home ownership in the Commonwealth by making mortgages available to lower, moderate, and 
middleincome Pennsylvania households. 

REAL ESTATE 
In 1987, SERS began investing directly in the Pennsylvania aommercial real estate market and 

subsequently established two separate account real estate portfolios managad by Heitman Capital 
Management and RAI Advisors, Inc., which have a Pennsylvania focus. The Heitman separate 
account had a requirement to invest on a best efforts basis 50.0% of its initial allocation within the 
Commonwealth, while the RAI account is focused exclusively on investing within the state. 

As of December 31, 1996, the SERS real estate portfolio contained 27 Pennsylvania properties 
totaling 6,216,108 square feet ("s.f.") of office, retail, hotel, apartment, and warehouse space. The 
gross market value of these investments totaled $476.3 million, of which SERS's ownetship share 
was $223.3 million 

VENTURE CAPITAL 
The SERS venture capital program has committed $537 million to 31 venture capital 

partnership funds. As a part of its focus, the program targets partnerships that can demonstrate the 
ability to make investments in companies either based in Pennsylvania or in companies that 
employ Pennsylvania citizens. These partnerships are diversified among various geographic 
regions and financing stages, including four seed funds designated by the Commonwealth's Ben 
Franklin Partnership. 

SERS, in conjunction with the Pennsylvania Public School Employes' Retirement System 
[PSERS), created the APAIFostin Pennsylvania Venture Capital Fund in 1987 with a commitment 
of $20 million from each fund. The partnership of Alan Patricof AssociateslAdams Capital manages 
this venture capital fund with ofices in Philadelphia and Pittsburgh. During 1992, SERS and 
PSERS committed $30 million each to create the PIA Fund (formerly known as the APAIFostin 
Pennsylvania Venture Capital Fund 11). In addition, during the fourth quarter of 1996, SERS 
committed $100 million to PIA Fund Ill. In keeping with established precedent, the PIA Funds will 
continue to focus on Pennsylvania venture capital investing. 

A key aspe~t of SERS's venture capital program is the attraction of national funds into 
Pennsylvania investments. Alan Patricof Associates' expertise as the lead investor in the majority 
of their investments continues to provide Pennsylvania with a flow of venture capital money from 
numerous out-of-state funds and investors. The progress of Pennsylvania within the national 



venture capital community should reap substantial rewards in future years for both Pennsylvania 
and the SERS Fund. As of June 30 1996, SERS's venture capital partnerships have attracted over 
$340 million of out-of-state funds to finance their active venture companies based in 
Pennsylvania. 

The SERS venture program, after more than 10 years of venture investing, continues to 
enhance the pool of venture capital available to Pennsylvania-based companies by attracting 
[larger national venture capital funds into the state. The committed capital and managerial talent of 
dhese organizations could substantially increase business creation and job opportunities throughout 
Pennsyivania. These national firms also bring investment capital reserves to Pennsylvania and 
provide a significant opportunity for SERS to leverage its venture capital dollars while promoting 
economic growth. 

SERS has been active in seed and early-stage financings of Pennsylvania-based companies. 
GERS's investment in the NEPA Venture Fund has, during its 11-year history, provided 
investments in 26 Pennsylvania-based startup companies that possess a technology orientation. 
SERS's commitment to NEPA Venture Fund II enabled NEPA to cover the Pittsburgh area in 
addition to Eastern Pennsylvania. The goal of NEPA Venture Fund 111, the most recent fund, will be 
to invest in early stage companies across Pennsylvania and surrounding regions. 

The limited partnerships funded by SERS have made investments in 63 Pennsylvania 
companies currently active within their portfolio as of December 31, 1996. The Pennsylvania 
porffolio c ~ m ~ a n i e ~ ~ l u s  non-Pennsylvania-based companies currently active in SERS's portfolio, 
emolov aooroximatelv 3.300 Pennsylvanians and had an estimated 1996 payroll of approximately - . .  
$129 million. As of december 31, i996, $246.0 million of the $537.0 million committed to venture 
capital partnership funds had been drawn down for investment by the partnerships, and $146.0 
million had been returned to SERS. 

ALTERNATIVE IilTESWENTS 
In 1988, SERS invested $10 million with RR&Z Pennsylvania Fund #I, a Pittsburgh-based 

buyout group that invested in non-hostile, "friendly," privately negotiated, non-auction deals that 
are completed with present management in place. The LBO fund focuses on small-to-medium 
capitalization companies (between $5 and $100 million) within a 600 mile radius of Western 
Pennsylvania. Since inception, RR&Z has returned over $19 million to SERS and has successfully 
exited four of its five investments. Based on RR&Z's performance, SERS committed $20 million in 
1996 to the RR&Z Private Equity Fund, which will be a continuation of the strategy developed in 
Pennsylvania Fund #I. 

SERS's search for fund managers within alternative investments includes a focus on 
Pennsylvania-based companies. SERS's commitments to this asset class include Charterhouse 
Equity Partners and Kelso Investment Associates, which have made Pennsylvania a part of their 
focus by investing in Pennsylvania-based companies. 









Investment Related STATISYTCS 

1981 through 1996 
Annual Total 

# of Fund Rate of 
Investment # of # of Return 

Year End *Market Value Advisors Portfolios Consultants (net of fees) 

h the chart Mow, bars represent the SERSFund's rautud rate of return (net of fees) in each yew 
and the solidline rel,resents overall fwndgrowlh during the period 1981 through 1996 



investment Performance bv ASSET C U S S  

Calendar Year B d  through December 31,3996' (nei of fees) 
One-Year -Year Five-Year 10-year 

Tdal Total Total Total 
h t  Clppo Betarn Rettnm Retorn Return 

International Stock 

Flred Income 

cash 

Tactical Aewt Allocation 

Real Estate 

1 Venture Capital 36.9% 26.0% 1&2% 10.8% 1 
Alternative Investments 45.5% 21.4% 143% NIA 
Total Fund 5.9% 12.8% 11.8% 11.5% 

'Rerurns forperrods longer than one year are annual~zo 

SERS Fund met class roles of return (net of fees) over the part one, three andfive calendar years 



Prudent PERSON 

T 
he SERS Board's investment authority is governed by the "prudent personn standard as 
set forth in Title 71, Pennsylvania Consolidated Statutes, Section 5931(a). Enactment of 
the prudent person standard in Act 1994-29 and a subsequent assetlliability study 
completed by RogersCasey and the SERS lnvestment Office staff are the foundation of 
SERS's Annual Five Year Investment Plan. With prudent person investment authority, 

SERS is able to pursue a broader array of investment opportunities that enhance the ability to 
achieve competitive rates of return while maintaining risk at acceptable levels. Studies undertaken 
by SERS have demonstrated that the prudent application of this expanded investment authority will 
result in a more efficient portfolio that better serves the needs of SERS. 

Proiected Asset Allocation 1997 through 2001 

S 
ERS's annual Investment Plan covers a period of five years. The fund's asset allocation 
strategy evolves during this timeframe to achieve the long-term targets for each asset 
category. The planned evolution of the asset allocation strategy is reflected in the table 
below. - 

Asset AIIocution Trend* 
1 1996Actual Targeted: 1997 1998 1999 2000 2001 

4 1 .0% Domestic Stocks 38.0% 37.5% 36.7% 35.4% 34.0% 
18.4% International Stocks 20.0% 20.0% 20.0% 20.0% 20.0% 
23.8% Fixed Income 23.5% 23.2% 23.0% 23.0% 23.0% 
12Y0 Gash 0.0% 0.0% 0.0% 0.0% 0.0% 
5.1% Tactical Asset Allocation** 5.0% 5.0% 5.0% 5.0% 5.0% 
7.6% Real Estate 10.0% lQ.O% 10.0% 10.0% 
13% Ventore Capital 6 1.3% 1.5% 1.8% 2.0% 
1.6% Alternative Investments 6 3 .oOh 3.8Yo -1 8% 6 0% 

lOO,O%i 100.0% 100.0% 

add diro lo rwnding. 



Commissions Paid by SEPARATE ACCOUNT STOCK ADVISORS 
to CLEARING BROKERS IN 1996 

BROKER COMMlSSiONS BROKER COMMISSIONS 
MU~RILL LYNCI~ s13n.m~ cuns SEC SDN BHD ILL. $56.176.80 
G O L D W  $ A m  
WAltBURG SECURITBS 
mLlMmD 
DAIWA 
CREDIT LYONNAI6 
AOAslASEcmLTm 
CS IPRsXBOSTON CORPORATION 
BE4RSE&WS 
INSnNET 
MOROAY ST- AND COMPANY 
JAMES CAPEL 
LYNCH JONES AND RYAN 
Kl. CARR 
BARINCIsEhfRmES 
IARDIWEFUMNO 
KLF.lNWORT BENSON INVESTMEM NMMNT. 
DONALLISON WKW IE ENRETIE SEClEWES 
LEHMPrN EROTMERS INC. 
RoQERnON STEPHENS 
W V E S ~ T E C H N O ~  
-BY SECLIRITI&S COMPANY 
 NO^ SECLIRITIES COMPANY 
SMlTH BARNEY 
ASTPLEQUITY LTD. 
BZW SEcmLTm 
A L P H A M A N ~ I N C .  
MORQAN GWNETLL 
JP MORGAN 
SALOMON BROTHERS INC. 
~ O V E ,  INC 
QnflSMBANK 
OKASAN INTERNATIONAL 
NATWEST SECURITIES 
PEREGRMEBROmOE 
W C O  St?-S 
m&s N-C SECcVrrrrreS 
NMI(0 SECURDlES CO. 
IEFERIES t COMPANY 
m m G O M E R y  SEC-s 
WhCO s E C m  CO. 
BLFRn, em0 
sANTANbERmu.iENT 
c o r n  + co. 
0. K. GOH 
PAW WEBSER MC, 
W ~ + G O M P A N P  
JBWERE+SON 
BNSKlLDA SE- 
SCHROWER MUNCHMEYER 
NEUBERQW + BERMAN 
CANTOR FITZOEiIALD + COMPANY 
HOARE O O W  
WILSB[REAssm1ES 
COUNTY NAT wwr 
DUW WllTER REYNOLDS 
P r n  

UNION B m  OF S W T ~  
CARNEOfE MC. 
PCS SEc- 
P R W m  SECVRlTIES 
OPPENtWMER + COMPANY 
'IlR SECONTES LTD. 
OABAMnAINvESTMENTS 
SSANGYQNO INVEST+ SECUlWES 
FOX PlTT KELTON INC. 
m C W A L  MC. 
BERNSIN 
SCOTIA MCLEOD 
RBC DOMINION S- 
WIN SECUIUTIES, INC. 
ING BARIN0 SECtlRITES 
mmux LYON 
P W  ALLIED SECURmeF 
VANCO bE SANT4NDER 
HARGREAVE HALE 
StlC CAPlTAL MARKETS 
ORD MlNNETT 
ROCWALE SECUBllES GORP. 
BKIDOE TRADING COMPAt& 
?ANNwMoNTGOMERY S E C m  
WORLDSEC lNERNAnONAL SECURlTlES 
C.1 LAWRENCEJDEUTSCH 
CORREsPomEm SERVICE 
NELLsoN co&BOw LID. 
MACQUARE BANK SWSEY 
ALEXBROWN + SONS 
CHEWREUXDEVIRlECiX 
JACKSQN PARTNERS 
SmRDNANT & COMPANY 
C A P I T A L ~ O N A L  
ERNST+coMPrn 
EUROPE COMPANY 
BANK W NEW YORK 
F I D m  CAPITAL MARKETS 
FURMAN S n Z  M A W  DIETZ +BlRNEYINC. 
SRtRODW SECDafIlES INC. 
WHEAT FIRSTSFCURITES 
TMCYO SENRITIES 
PATRIAFINANCE 
LAZARD PRERES AND COMPANY 
TBEOGaLSON 
KIMENG .%cumm 
MauE PAWS 
UBS SECVRITIBS INK?. 
BANK GEBELLSCHAFf 
T I I E ~ ~ C o R i = l 2 R A T I o N  
BARCLAYS rrcwmBmKJNC, CO. 
BY C l W A L  
HSec 
WR LAZARD WDLAW & MEAD 
DAW AND COMPANY 
WOOD GLR4DY INC. 



Commissions Paid by SEPARATE ACCOUNT STOCK ADVISORS 
to CLEARING BROKERS IN 1996 (coniinued) 

%lNDARD & F'00R.S 
WULAIMS CAPITAL GROUP 
CSTATION GROUP 
I A W  SECURITI£S 
KAY HIAN s E C m  
fiR4 SECURlhES 
ES1 SECURITIES COMPANY 
SRAW & CO. 
DM [CHI SKUBUTIES 
CmWNG AND COMPANY 
YAMAlCHI SE:- 
BANTCO CLWLWNCE NEW YORK 
U . S . W O  CORPORATION 
NEW WAN SECuRFMEs 
LAWRENCE Hl3sm M V E S m  
WORMWS ROY 
FACTSET DATA SYSTE;MS 
w E X m + c o .  IMC. 
VOU'E mn & COMPANY 
RASAmWSSAIN s e e m  
KLErmWORTH GRUWlSON 
INSNOER A DAM 

Cornmission$ Paid by SEPARATE ACCOUNT STOCK ADVISORS 
to CLEARING BROKERS 

1996-1995 Compi~rism, 

I Total C o n t m h h  



Deferred Compensation PROGRAM 

A 
ct 1987-81 assigned to the SERS Board of Trustees the responsibility to establish and 
monitor an IRC Section 457 Deferred Compensation Program for Commonwealth 
officers and employes through which members could volunteer to build retirement 
savings by deferring a portion of their salary to selected investment options. 

1996 Highlights 
The Deferred Compensation Program initialed two new features intended to improve participant 
setvice: 

Effective July 1996, a participant leaving the program has the beneffi of receiving 
Automated Clearing House direct deposit of the benefit payment check to his or her 
financial inst'iutbn. 
A telephone Voice Response Un l  M U )  has been implemented, allowing participants to 
check their account information and request forms without having to speak to a Helpline 
counselor. 

In August, the U.S. Small Business Job Protection Act was signed into law, requiring or allowing 
several changes to IRC Section 457 Deferred Compensation Programs: 

Deferred Compensation Programs are required to be Trusts by January 1, 1999; 
Programs may allow for a one-time change to the benefk commencement date; 
Programs may allow for inactive accounts, a cash-out provision of $3,500 or less; and 
Programs may allow for indexation of maximum deferred benefits. 

Growth ofthe Program 
During the period from December 31, 1992, through the end of 1996, Deferred Compensation 
Program assets more than tripled in value. As of December 31, 1996, the total market Value of 
program investments was more than $400 million, and there were more than 26,000 active 
participants. 

Deferred Compensation Program wets, 1999 ttlrroqh 1996 ($ in m'IIi.ons) 
wa 



Member DEMOGRAPHICS 

Year Ending 
pecember 31 

1996 
1995 
1994 
1993 
1992 
1991 
1990 
19119 
198s 
1987 

Total 
Members 
194,008 
193,841 
194,955 
192,652 
190,101 
181,971 
185,470 
182,649 
180,927 
179,014 

Active 
Emdoves 
110,922 
1l2,637 
114,120 
11 1,962 
109,609 
105,731 
111,248 
109,819 
109,611 
109,499 

Former Employes 
8 S U N ~ ~ O ~ S  
83.086 

Number 0fSER.S members 1987 through 1996 -- - 
By A.tlrrEm#lUpand Former Employe & Survivor Counts 



Member DEMOGRAPHICS (continued) 

Profile of Active Employes as of December 31,1996 

Average Age 44.69 
Average Yeam of Serviee 13.00 

Profile of Annuiants as of December 31,1996 I 
Annnitant l ' n e  

Nennal 
Early 
Disability 
Beneficiary & Samivor 

Average Age Average Pensian 
74.1 910J50 
57.7 $8,322 
59.4 $7,587 
75.0 $5,094 



~p - 

H.w/,H.uggiW O u m , ~ . n ~ ,  Jno. 
Adktarlal and &nefl$ ~Comukts 
IC&O,:K :~*t,.,N.w; 
suih lago, 
W a s h r n ~ i ,  w, 20& 
@&&) Gm&O! 
fa: (m)63.74~ 

May 21,1997 

I 
Haymuggins 
Company 

Retirement Board 
Pennsylvania State Employes' 

Retirement System 
30 North Third Street 
Hanisburg, Pa. 17101 

Dear Board Members: 

An aotDarial valuation was last performed as of December 31, 1996 to determine 
actuarial liabilities under the Pennsylvania State Employes' Retirement System. The 
valuation was carried out in accordance with sound actuarial principles in a manner 
which, in my opinion, reflects the applicable provisions of the State Employes' 
Retirement Code. The valuation also served as the basis for determining the 
contributions required to be made by the Commonwealth to fund the liabilities of 
the System. 

Valuations are made annually based on data supplied by the staff of the Retirement 
Board. The experience under the Retirement System is reviewed every five years. 
The last such review was for the period of 1991 to 1995. The results of the review 
are used to develop the assumptions underlying the actuarial valuations. Thus, 
required contributions are detennined on a sound actuarial basis reflffiting actual 
experience under the system. 

Sincerely, 

&in C. hs tead  
Senior Vice President 



Contribution RATES 

A 
s noted elsewhere in this report, SERds investments have produced an annualized 10- 
year investment rate of return of +11.5% aRer fees as of December 31, 1996. As 
reported in the annual Actuarial Reports produced for SERS by independent actuary 
HayIHuggins Company, the Commonwealth's total employer contribution rate was 
13.09% of payroll in 1987. Due in part to the substantial investment returns achieved 

well in excess of the actuarially assumed rates of return and based on the 1996 Actuarial Report, 
the actual employer contribution rate in 1996 was futher reduced to 7.28% of payroll. 

EmpMyer contribution r& by yeur of valuation 1987through I996* 

*The total employer co#& the ac~ualcontrlhution rate dYing the succeedingpscal yeor. For inslance, the 19%rale of 7.28% is the 
employerconbibrrlon rate fwfserrly~ar 1997-1998. Source: SERS 1936 Actuarial Repon W q M u u g g r ~  COWOW. 



Funded STATUS 

nnually, SERS's consulting actuary performs an actuarial valuation, determining, among 
other things, the funded status of the benefit plan. In 1992, for the first time, the actuarial 
value of SERS assets exceeded the actuarial accrued liability, meaning the plan attained 
fully-funded status, with adequate reserves set aside for past service liabilities. 

The chart below shows SERS's funded ratios for the period 1990 through 1996 
determined in conformance with the new reporting requirements of Statement No. 25 of the 
Governmental Accounting Standards Board (GASB). This measure reports the progress toward 
achieving the funding objectives of the plan using the same method employed to determine the 
plan's funding requirements. These ratios differ from previous years because, under the new 
standard of GAS6 Statement No. 25, the actuarial liability is calculated using assumptions 
consistent with those that determine the funding requirements of the plan and values the assets 
using an actuarial smoothing technique. Thus, the funded ratio is the actuarial value of assets 
divided by the actuarial accrued liability. This differs from the Projected Benefit Obligation reported 
in previous years under GASB Statement No. 5, which reported assets at their market value as of 
the report date and measured the liability using standardized accounting measures. 

SERS fmded ratib, 1991 through 1996 
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INDEPENDENT AUDITORS' 
REPORT and 

FINANCIAL STATEMENTS 





j(PIM6 Peat Marwick LLP 
225MarkdStreet 
suite300 
P.O. Bm1190 
-,PA 171081190 

The Board of T~s tees  
Commonwealthof Pennsylvania 
State Employes'Retirement System: 

We have audited the accompanying statement of plan net assets of the Commonwealh of Pennsylva- 
nia State Employes' Retirementsystem (a componentunit of the Commonwealthof ~enns~lvania)bs of 
December 31,1996, and the related statement of changes in plan net assetsfor the year then ended. 
These financial statements are the responsibility of the System's management. Our responsibility is to 
express an opinion on these financial statements based on our audit. The accomDanvina financial - - 
statements as of December 31,1995, were a u d i  by other auditors whose report thereon dated May I 31. 1996, e?mmsed pn unqualified odnion on those statements. before the restatements de- 
scribed in no& 2 to the financial statements. 

We mnducted our audit in accordance with generally accepted auditing standards. Those standards 
require that we plan and perform the audit to obtain reasonable assuranmabout whetherthe financial 
statements are free of material misstatement. An audit indude* examining, on a test basis. evidence 
supporting the amounts and disclosures in the financial statements. An a& also includes assessing 
the accounting principles used and significant estimates made by management, as well. as evaluating 
the overall financial statement presentation. We believe that our audit provides a reasonable basis for 
our opinion. 

In ouropinion,the 1996 financialstatementsreferredto above present fairJy, in all material respects, the 
financial position of the Commonwealth of Pennsylvania State Employes' Retirement System as of 
December 31.1996, and the results of its operatiins for the year then ended in conformity with gener- 
ally accepted amounting principles. 

As discussed in note 2 to the financial statements, the System adopted Governmental Accounting 
Standards Board Statements No. 25, Financial Reporting forDefined&rnefit Pension Plans and Note 
Disclosures for M n e d  Contribution Plans and No. 27, Amounting for Pensions by State and foal  
Governrn&alErnp/oye~~, retroactively as of January 1,1995, It also adopted Governmental Account- 
ing Standards Board Statement No, 28, ~ccount& and Financial ~ e p b r t i n ~  for Securfties Lending 
Transactions, retroactively as of Januaty 1,1996. 

The information included in Required Supplemental Schedules I and 2 is not a required part of the 
basic financial statements but is supplementary information requimd by the Governmental Accounting 
Standards Board. We have applied certain limited procedures,'which &misted principally of inqulri& 
of management regardinn the methods of measurement and Presentation ofthe SuDdementarv infw- . , 
matiin. However, we didnot audit the information and express no opinion on it. 

. 

May 9,1997 





COMMONWEALTH OF PENNSYLVANIA 
STATE EMPLOYES' RE- SYSTEM 

I 
(a component anit ofthe Commonwealth of Pennsylvania) 

Statements of Plan Net Assets 
December 31,1996 and 1995 
(Amounts in thowwdr) 

Ass-: 
Receivables: 

Plan members $ 413 1,509 
Employen 14,774 99,214 
Investment income 97,345 77,573 
Investment proceeds 130,113 278,972 
Misoellaneous 694 199 

Total recaivableo 243,339 457467 

Investments: 
Short-term investment fund 
SwUrities leading collateaal pool 
United States gbvernment mmitim 
Corporate and f&&n bonds and notes 
Common a n d p r e f d  stocks, inchding collective aust funds 
Mortgage loam 
Real estate 
Venture capital and alternative investments 

I Total investments 20,274,379 36,46230 

Ii Total assets 20,517,718 16,919,687 

Liabilities: 
I Accounts payable and accrued expenses 23,601 13,039 
! Benefits payable 1,747 1,906 

Investmentpurchases payable 563,551 561,933 
Obligatiom undu sennitia lending 1,436,603 - 

I Net as& held in trnst for pension banefits 
(A schedule of funding progress is presented on page 57) $18,492,216 16,342,809 

1 

See accompanying notes to fmancial statements. 



COMMONWEALTH OF PENNSYLVANIA 
STATE EMPLOYES' RETIREMENT SYSTEM 
(a component unit of the Commonwealth of Pennsylvania) 

Statements of Changes in Plan Net Assets 
Years ended December 31,1996 and 1995 
(Amounts in thousands) 

Cmnibtitio~: 
Plan members $ 209,581 201,719 

Employers 373,902 384,506 

Total contributiom 583,483 586,225 

lnvestment income: 
Net appreciation in fair value of investments 1,915,391 2,761,811 

Interest 369,477 357,963 
Dividends 195,534 162,068 
Securities lending income 80,350 2,623 
M~scellaneous 82,03 1 76,077 

Total investment income 2,642,783 3,360,602 

Less: 
Investment expenses 59,382 38,240 
Securities lending expenses 74,071 - 

Total investment and securities Lending expenses 133,453 38240 

Net investment income 2,509,330 3,322,362 

Total additions 3.092.813 3908.587 

Deductim: 
Benefits 918,218 869,905 
Refunds of contributions 10,126 9,807 
Administrative expenses 15,062 14,43 1 

Total deductions 943,406 894,143 

Net in- 
Net assets held in bust for pension benefits: 

Balance, begking of year, as restated (note 2) 

Balance, end of year $18,492,216 16,342,809 

See accompanying notes to financial statements. 



COMMONWEALTH OF PENNSYLVANIA 
STATE EMPLOYES' RETIREMENT SYSTEM 
(a component unit of the Commonwealth of Pemsylvania) 

Notes to Financial Statements 

December 31,1996 and 1995 

(1) Organization and Description of the System 

Organization 
The Commonwealth of Pennsylvania State Employes' Retirement System (the System) was 
established as of June 27, 1923, under the provisions of Public Law 858, No. 331. 

The System is the administrator of a cost-sharing multiple-employer defined beneft 
retirement system established by the Commonwealth of Pennsylvania (Commonwealth) to 
provide pension benefits for employes of state government and certain independent 
agencies. The System is a component unit of the Commonwealth of Pennsylvania and is 
included in the Commonwealth's financial report as a pension trust fund. 

The System is established by state law as an independent administrative board of the 
Commonwealth and is directed by a governing board that exercises control and 
management of the System, including the investment of its assets. The System's board 
has eleven members including the State Treasurer, ex officio, two Senators or former 
Senators, two members or former members of the House of Representatives, and six 
members appointed by the Governor, one of whom is an annuitant of the System. At least 
five board members are active members of the System and at least two have ten or more 
years of credited service. 

The Treasurer of the Commonwealth of Pennsylvania is the custodian of the State 
Employes' Retirement System's fund. 

The System's financial reporting entity includes several real estate title holding companies, 
which are presented as blended component units. These legally separate companies, 
which are created for the purpose of investing System funds in individual real estate 
holdings, have Boards of Directors comprised entirely of System personnel appointed bv 
the System's Executive Director under authority from the-Syste&'s Board of' ~ i r e c t o i .  
Separate financial statements of the real estate title holding companies are not issued. 

Membership in the System is mandatory for most state employes. Members and employes 
of the General Assembly, certain elected or appointed officials in the executive branch, 
department heads, and certain employes in the field of education are not required, but are 
given the option, to participate. At December 31, 1996 and 1995, System membership 
consisted of: 

Retirees and beneficiaries currently receiving benefits 83,086 8 1,204 
Terminated employes entitled to ben& but not yet receiving them 4,375 3,724 

Cment employes: 
Vested 62,804 67,594 
Nonvested 48.118 45.043 

Total members 198.383 197.565 

Number of varticivating aencies 108 109 

(Continued) 



COMMONWEALTH OF PENNSYLVANIA 
STATE EMPLOYES' RETIREMENT SYSTEM 
(a component d t  of the Commonwealth of Pennsylvania) 

Notes to Financial Statements I 
(1) Continued 

Pension Benefits 
The System provides retirement, death, and disability benef&. Generally, retirement 
benefits vest after 10 years of credited service. Ad hoc cost-of-living adjustments are 
provided at the discretion of the General Assembly. There were no ad hoc postretirement 
benefit increases in 1996 or 1995. Article II of the Commonwealth of Pennsylvania's 
Constitution assigns the authority to establish and amend the benefit provisions of the plan 
to the General Assembly. Employes who retire at age 60 with 3 years of service, or with 35 
years of service if under age 60, are entitled to a normal annual retirement benefit. 
Members of the General Assembly and certain employes classified in hazardous duty 
positions can retire with full benefits at age 50, with at least 3 years of service. 

The general annual benefit is 2% of the membeh highest fhree-year average salary times 
years of service. Members of the General Assembly who were members of the System 
before March 1, 1974, are entitled to a benefit of 7.5% of final average salary for each year 
of service. State police are entitled to a benefit equal to a percentage of their highest annual 
salary, excluding their year of retirement. The benefit is 75% of salary for 25 or more years 
of service and 50% of salary for 20-24 year of service. 

According to the Retirement Code, all obligations of the System will be assumed by the 
Commonwealth should the System terminate. 

Contribulfons 
The System's funding policy, as set by the System's Board, provides for periodic active 
member contributions at statutory rates, The System's funding policy also provides for 
periodic employer contributions at actuarially determined rates, expressed as a percentage 
of annual covered payroll. such that they, along with employe contributions and an 
actuarially determined rate of investment return, are adequate to accumulate assets to pay 
benefits when due. Level percentages of payroll employer contribution rates are determined 
using a variation of the entry age normal actuarial funding method. A variation of the entry 
age normal actuarial cost method is used to determine the liabilities and costs related to all 
of the System's benefits including superannuation, withdrawal, death, and disability 
benefits. The significant diierence between the method used for the System and the typical 
entry age normal actuarial cost method is that the normal cost is based on the benefits and 
contributions for new employes rather than for all current employes from their date of entry. 
This variation should prod& approximately the same results as  the typical method over 
the long run. These rates are computed based upon actuarial valuations on the System's 
fiscal year end of December 31 and applied to the Commonwealth based on its fiscal year 
end June 30; therefore, the employer contribution rates in effect for the System's year end 
of December 31 reflect a blended average of calculated rates. The blended contribution 
rates were as follows: 

19% 1995 

Employer normal c&t 9.61 % 10.48 % 
Amoaizatian ofunfunded amaria1 asset (2.Q9) (2.30) 
~moaization of supplemental annuities 1.46 1 .a2 

Total emulover cost 8.98 % 9.40 % 
(Continued) 



COMMONWEALTH OF PENNSYLVANIA 
STATE EMPLOYES' RET- SYSTEM 
(a component unit of the Commonwealth of Pennsylvania) 

Notes to Financial Statements 

(1) Continued 

Generally, employes are required to contribute to the System at a rate of 5% of their gross 
pay. Judges and district justices have the option of electing special membership classes 
requiring a contribution of 10.0% and 7.5%, respectively. The contributions are recorded in 
an individually identified account that also is credited with interest, calculated at 4% per 
annum, as mandated by statute. Accumulated employe contributions and credited interest 
vest immediately and are returned to the employe upon termination of service if the 
employe is not etigible for other benefits. 

(2) Summary of Signiticant Accounting Policies 

Basis oJAccwnling 
The financial statements of the System are prepared on the accrual basis of accounting 
under which expenses are recorded when the liability is incurred, revenues are recorded in 
the accounting period in which they are earned and become measurable, and investment 
purchases and sales are recorded as of their trade date. Member and employer 
contributions are recognized in the period in which employes salaries are reported. Benefits 
and refunds are recognized when due and payable in accordance with the terms of the 
plan. 

Pursuant to GASB Statement No. 20, Accounting and Financial Repoding for Proprietary 
Funds and Other Governmental Entrlies that Use Proprietaryr Fund Accounting, the System 
follows GASB guidance as applicable to proprietary funds and applies only those applicable 
Financial Accounting Standards Board (FASB) Statements and Interpretations, Accounting 
Principles Board Opinions, and Accounting Research Bulletins issued on or before 
November 30, 1989, that do not conflict with or contradict GASB pronouncements. 

The accounting and reporting policies of the System conform to generally accepted 
accounting principles (GAAP). The preparation of financial statements in conformity with 
GAAP requires management to make estimates and assumptions that affect the reported 
amounts of assets and liabilities and disclosure of contingent assets and liabilittes at the 
date of the financial statements and the reported amounts of revenue and expenses during 
the reporting period. Actual results could differ from those estimates. 

In November 1994 the Governmental Accounting Standards Board (GASB) issued 
Statement No. 25. Financial Reporting for Defined Benefit Pension Plans and Note 
Disclosures for Defined Contribution Plans (GASB Statement No. 25). GASB Statement 
No. 25 requires a change in the System's financial statement format as well as certain 
changes in the recognition of transactions. Under GASB Statement No. 25, the two 
required statements are the statement of plan net assets and the statement of changes in 
plan net assets. GASB Statement No. 25 also requires plan investments to be recorded at 
their fair value. 

(Continued) 
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The System adopted GASB Statements No. 25 retroactively as of January I, 1995. The 
effect of adopting this Statement was a decrease in net assets at January 1, 1995, and an 
increase in the change in net assets for the year ended December 31, 1995, as follows 
(amounts in thousands): 

Januarv 1.1995 

Net assets held in mst for pension benefits befare restatement $ 13,330276 
Increase in dan liabilities 1.91 1 

Net assets held in tmst for m s i o n  benefits after restatement $ 13,328.365 

Year ended 
December 31.1995 

Net increase in net assets before restatement $ 3,014,439 
Decrease in refunds of contributions dectuctian 5 

Net increase in net assets after restatement $ 3,014.444 

In November 1994 the GASB also issued Statement No. 27, Accounting for Pensions by 
State and Local Governmental Employers (GASB Statement No. 27). GASB Statement 
No. 27 establishes standards for the measurement, recognition, and display of pension 
expense and related liabilities, assets, and note disclosures. The System adopted the 
provisions of GASB Statement No. 27 retroactively as of January 1, 1995. There was no 
pension liability (asset) at transition or before transition to GASB Statement No. 27. As 
such, there was no effect on net assets from the adoption of GASB Statement No. 27. 

In May 1995 the GASB issued Statement No. 28, Accounting and Financial Repotting for 
Securities Lending Transactions (GASB Statement No. 28). GASB Statement No. 28 
establishes accounting and financial reporting standards for securities lending transactions. 
GASB Statement No. 28 requires that securities lent and certain collateral received on 
securities lent be recorded as assets on the statement of plan assets with a corresponding 
liability being recorded for such collateral. GASB Statement No. 28 also requires that costs 
incurred from securities lending transactions be reported as expenses and not netted with 
interest income from investment of the collateral received. The System adopted the 
provisions of GASB Statement No. 28 retroactively as of January 1, 1996. Retroactive 
restatement of the financial statements for 1995 was not practical because the necessary 
information was not available. There was no effect on net assets from the adoption of 
GASB Statement No. 28. 

Investmenis 
The System's investments are reported at fair value. Fair value is the amount that a plan 
can reasonably expect to receive for an investment in a current sale between a willing buyer 
and a willing seller-that is, other than in a forced or liquidation sale. The investment in the 
short-term investment fund, which is a fund operated by the Treasurer of the 
Commonwealth of Pennsylvania, is reported at cost plus allocated interest, which 
approximates fair value. The security lending collateral pool, which is a fund operated by the 
securifies lending agent, also is accounted for at cost plus accrued interest. U.S. govem- 

(Continued) 
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ment obligations, corporate and foreign bonds and notes, and common and prefened 
stocks, including collective trust funds, are generally valued based on published market 
prices and quotations from national security exchanges and securities pricing se~icas. 
Securities that are not traded on a national security exchange are valued by the asset 
manager or third parties based on similar sales. Mortgage loans are valued by the asset 
manager using the present value of future cash flows. Real estate is primarily valued based 
on appraisals performed by independent appraisers or, for properties not appraised, at the 
present value of the projected Mure net income stream. Venture capital and alternative 
investments are valued based on amounts established by valuation committees. Futures 
contracts and foreign exchange contracts, which are not reported in the statement of plan 
net assets, are marked-to-market daily with changes in fair value recognized as part of 
investment income. 

Unsettled investment sales are reported as investment proceeds receivable and unsettled 
investment purchases are reported as investment purchases payable. Investment 
expenses consist of investment managers' fees and those administrative expenses directly 
related to the System's investment operations. 

Conpensated Absences 
The System accrues a liability for vacation leave as the benefits are eamed by the 
employes to the extent the System will compensate the employe for the benefits through 
paid time off or some other means, such as cash payments at termination or retirement. 
Vacation leave vests 100% at the time it is earned up to 45 days, which are canied over to 
the next year at December 31. The System also accrues a liability for sick leave as the 
benefgs are earned by the employes to the extent the System will compensate the employe 
for the benefits through cash payments at termination or retirement. Retiring employes of 
the System that meet sewice, age, or disability requirements are paid between 30% and 
100% of sick days available at retirement, up to 163 maximum days paid. As of 
December 31, 1996 and 1995, $1,262,170 and $1,201,880, respectively, was accrued for 
unused vacation and sick leave for the System's employes. 

Adnu'nistrative Expenses 
Administrative expenses are financed through investment earnings. 

Federal Income T m  
Management believes the System meets the definition of a Governmental Plan; in the 
System's communications with the lnternal Revenue Service (IRS), it has been treated as a 
qualified plan. Therefore, the System has not requested a determination letter from the IRS 
relating to the status of the System under the Internal Revenue Code. 

The real estate holding companies discussed in note 1 are formed and operate under the 
Internal Revenue Code 501(c)(25) and are exempt from federal taxes on income related to 
their tax exempt purpose. 
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Risk Management 
The System is exposed to various liabilities or risks of loss related to theft or destruction of 
assets, injuries to employes, and 'court challenges to fiduciary decisions. To cover such 
risks, the System carries directors and officers' liability insurance, and fiduciary liability 
insurance. It also requires asset managers to carry appropriate insurance policies. As an 
administrative agency of the Commonwealth, the System is accorded sovereign immunity, 
and it participates in a state property insurance program. As Commonwealth employees, 
the System's employees receive health insurance benefits, disability retirement benefits, 
and worker's compensation benefits. 

Reclass@iiatratrmr s 
Certain reclassifications were made to the fiscal year 1995 financial statements to conform 
with the fiscal year 1996 financial statement presentation. 

(3) Description ofPands 

The Code requires the System to maintain the following funds representing the reserves 
held for future and current benefit payments as follows: 

Members Savings Account - The fund that accumulates contributions 
and interest earnings of active employes totaled $2,646 million and 
$2,498 million as of December 31, 1996 and 1995, respectively. 

State Accumulation Account - The fund that accumulates contributions 
of the employers and the earnings of the fund totaled $10,362 million 
and $9,251 million as of December 31, 1996 and t995, respectively. 
The balance of this fund is actuarially determined. 

Annuity Reserve Accounts - The funds from which all death and 
retirement benefts and supplemental annuities are paid totaled $5,166 
million and $4,281 million for Annuitants and Beneficiaries: $1,002 
mnlion and $959 million for State Police; and $20 million and $17 million 
for Enforcement Officers as of December 31, 1996 and 1995, 
respectively. The balance of this fund is actuarially determined. 

Suppiemefltnl Annuiw Account - The fund that accumulates 
contributions for supplemental annuities totaled ($704) million and 
($663) million, as of December 31, 1996 and 1995, respectively. The 
balance of this fund is actuarially determined. The negative balances 
represent the liability for past cost of living adjustments that are being 
amortized to actuarial required contributions over a period of 20 years 
from the effective date of each supplement 

Interest Reserve Account - The fund that accumulates all income 
earned by the fund and from which all administrative and investment 
expenses incurred by the fund and the Board necessary for operation 
of the System are paid. Any balance in this reserve is transferred to 
the State Accumulation Account at year end. 

(Continued\ 
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(4) Investments 

As provided by statute, the System's Board of Trustees (Board) has exclusive control and 
management responsibility of System funds and full power to invest the funds. In 
exercising its fiduciary responsibility to System membership, the Board is governed by the 
"prudent person" rule, which requires the exercise of due we in establishing investment 
policy, and has adopted its Statement of Investment Policy to formally document investment 
objectives and responsibilities. This policy, as well as applicable state law, establishes 
guidelines for perkissible investments of the System, including all investment types held in 
the portfolio at December 31, 1996 and 1995, and at all times during those years. 

Government Accounting Stmdffrdr Board Statementhb. 3 
The System's investments are categorized to give an indication of the level of credit 
(counterparty) risk assumed by the System at Dgcember31. 1996 and 1995. In 
accordance with a contractual relationship between the Commonwealth's Treasury 
Department and a custodial agent, all investments subject to categorization are held in 
bookentry form in the Commonwealth's name. Therefore, all such investments are in 
Category 1, which is defined as insured or registered investments for which the securities 
are held by the System or its agent in the System's name. The amount of Category I 
securities, which does not include uncategorized investments as described below or 
securities on loan as described later in note 4, is approximately $14,505 million and $12,913 
million for the years ended December 31, 1996 and 1995, respectively. 

Investments may also be categorized as Category 2, which is defined as uninsured or 
unregistered investments for which the securities are held by the counterparty's trust 
department or agent in the System's name, and Category 3, which is defined as uninsured 
or unregistered investments for which the securities are held by the broker or dealer or by 
its agent but not in the System's name. The System has no investments that would be 
classified in Categories 2 or 3. 

The System does have investments that are not in any of the three defined categories 
because securities are not used as evidence of the investment or because the securities 
have been loaned. Such investments are the short-term investment fund, the securities 
lending collateral pod, collective trust funds, mortgage loans, real estate, venture capital 
investments, and investments held by brokerldealers under securities lending agreements. 
The amount of unclassified collective trust funds was approximateiy $5,187 million at 
December 31,1996, and $5,885 million at December 31, 1995. 

The System's real estate holdings that are located in the Commonwealth of Pennsylvania 
total approximately $223 million and $199 million or 16.1% and 16.7% of the real estate 
portfolio at December 31, 1996 and 1995, respectively. Concentrations.of investments in a 
particular geographic area have certain risks and uncertainties associated with the 
concentration. The System's remaining real estate investments are not concentrated h any 
one geographic area or industry. 

The System's investments in corporate and foreign bonds and notes include approximately 
$650 million and $570 million of high yield bonds at December 31, 1996 and 1995, 
respedively. 
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The fair value of individual investments that represent 5% or more of the System's net 
assets available for benefb are as follows (amounts in thousands): 

Barclays Global Investors N.A.: 
Equity IndexFund P - 1 13,172,080 and 

160,197,334 units in 1996 and 1995, respectively r. 3,003,175 3,456,964 
70130 Enhanced U.S. Tactical Asset Allocation Fund - 

41.889,414 and 44,765,633 units in 1996 and 1995, 
respectively 945.313 875,397 

ExtendedEquiw Market Fond - 15.304.050 units in 1995 : 956.246 

* Does not meet 5% disclosure criteria. 

The 70130 Enhanced U.S. Tactical Asset Allocation Fund is diversified among three 
collective funds: equity, which is invested primarily in Standard 8 Poor's 500 Companies; 
long-term fixed income, which is invested in corporate notes and bonds; and the short-term 
cash fund, which is invested in money market instruments. 

The System also invests in fixed income derivatives such as collateral mortgage obligations 
(CMOs) to increase the return to the portfolio. Some forms of the System's CMOs, namely 
generics and planned amortization class securities, offer more defined cash flow 
characteristics, and are therefore preferred in volatile interest rate environments. Other 
types of the System's CMOs (interest-only strips, principal only strips, and inverse floaters) 
behave less predictably and can offer value when interest rates remain stable. CMOs pose 
no greater credit risk than any other investment grade holding; therefore, significant defaults 
are not anticipated. Investment managers control credit risk through credit evaluation and 
ongoing performance analysis. However, underlying risk exists to the extent that an 
underlying security of a pool does not meet or perform according to the terms of the CMO. 
Under the circumstances, the CMO has well defined rules on the remittance of the reserve 
pools for principal and interest for defaulted collateral. Investments in these derivatives are 
not prohibited under the "prudent person" provisions which governs the investment policy 
and practices of the System. The fair value of CMOs at December 31, 1996, is $172 million. 

(Continued) 

Through the collective trust funds, the System also invests indirectly in certain derivative 
financial instruments. The collective trust funds participate in securities lending and invest 
cash collateral in an investment pool that invests in foreign exchange forwards, futures 
contracts, and asset, total return, and basis swap contracts. These instruments are held to 
hedge foreign exchange exposure, to synthetically create floating rate returns, and to 
manage interest rate risk by altering the average life of the portfolio. 
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Commission Recaptme Program 
The System has commission recapture contracts with several brokers. These contracts 
stipulate that the brokers pay a pepntage of commissions earned on investments directly 
to vendors for services provided to the System. During the year ended December 31, 1996 
and 1995, the System earned $867,000 and $613,000 of benefits resulting from a 
commission recapture program, respectively. The System used the program to pay 
approximately $746,000 and $587,000 on consulting, advisory, and other expenditures for 
the years ended December 31, 1996 and 1995, respectively. At December 31, 1996 and 
1995, the System has accumulated $546,000 and $425,000, respectively, of benefits that 
are available for future expenditures. 

Securities Lending 
In accordance with a contract between the Commonwealth's Treasurer and its custodian, 
the System participates in a securities lending program. State statutes neither specifically 
authorize nor prohibit the iending of the System's securities. 

The custodian, acting as lending agent, lends the System's equity, debt, and money market 
securities for cash, securities, or letter-of-credit collateral. Collateral is required at 102% of 
the fair value of the securities loaned except for the equity securities of non-U.S. 
corporations, for which collateral of 105% is required. Collateral is marked-to-market daily. 
If the collateral fails below guidelines for the fair value of the securities loaned, additional 
collateral is obtained. Cash collateral is invested by the lending agent in accordance with 
investment guidelines approved by the Treasurer. The lending agent cannot pledge or sell 
securities collateral unless the borrower defaults. 

As of December31, 1996, the System's credit exposure to individual borrowers was less 
than $350,000 because the amounts the System owed the borrowers generally exceeded 
the amounts the borrowers owed the System. Similar information is not available as of 
December 31, 1995. The Treasurer's contract with the lending agent requires the agent to 
indemnify the System if the borrowers fail to return the underlying securities and the 
collateral is inadequate to replace the loaned securities or if the borrowers fail to pay 
income distributions on the loaned securities. 

All securities loans at December 31, 1996 and 1995 could be terminated on demand by 
either the lending agent or the borrower. Cash collateral is invested, together with the cash 
collateral on securities loans of some other Commonwealth entities, in a short-term 
collective investment pool. The duration of the investments in the pool at December 31, 
1996, was 53 days; a similar duration is not avaiiable for the pool at December 31, 1995. 
The relationship between the average maturities of the investment pool and the System's 
loans is affected by the maturities of the loans made by other entities in the investment 
pool. 
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In addition, the interest rate risk posed by mismatched maturities is affected by 
other program features, such as the lending agent's ability to reallocate 
securities loans among all of its lenging customers. 

1996 1995 
(000's omitted) 

Investments held by brokerldealen under securities 
lending agreements: 

United States government securities $ 400,112 575,893 
Corporate bonds and notes 72,063 38,748 
Common and preferred stocks 367,4 14 191,413 
hternational seemilies 662.908 255.983 

(5) Financial Insfmments with Off-Balance Sheet Risk 

The System enters into foreign exchange contracts, such as forward and spot contracts. to 
hedge foreign currency exposure. Some foreign currency options also are used for this 
purpose. The System is not a dealer but an end-user of these instruments. The contracts 
are used primarily to enhance performance and reduce the volatility of the portfolio. 
Contracts used to enhance performance are fully collateralized, eliminating the use of 
leverage in the portfolio. The System is exposed to credit risk in the event of 
nonperformance by counterparties to financial instruments. As the System generally enters 
into transactions only with high quality institutions, no losses associated with counterparty 
nonperformance on derivative financial instruments have been incurred. Legal risk is 
mitigated through careful selection of brokers and an extensive process of review of all 
documentation. The System is exposed to market risk-the risk that future changes in 
market conditions may make an instrument less valuable. Exposure to market risk is 
managed within risk limits set by management by buying or selling instruments or entering 
into offsetting positions. 

At December 31, 1996, the System had contracts maturing through December4, 1997, to 
purchase or sell foreign currency as follows (amounts in thousands): 

Net 
Buy at Sell a (payable) 

SDOT mm soot rate receivable 

Deutschmark $ 330,865 698,533 067,6681 
French Franc 194388 298,055 (103,067) 
Pound Sterling 381,884 546,215 (1 64,33 1) 
Japanese Yen 176,666 416,169 (239,503) 
Swedish Kroner - 105265 (1 05,265) 

Other 209.564 445.536 (235.9721 
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At December 31, 1995, the System had contracts maturing through March 27, 
1996, to purchase or sell foreign currency as follows (amounts in thousands): 

Net 
Buy at sell at bayable) 

spot rate spot rate receivable 

Deutschmark $ - 113,461 (1 13,461) 
French Franc 23,661 52256 (28,595) 
Swedish Kroner 147 5,704 (5,557) 
Japanese Yen 4,438 171,545 (167,107) 
Other 13,382 115,707 (102,3251 

(6) Pension Plan for Employes of the System 

The System also makes contributions to the System as an employer. The System's 
employes' contribution requirements and benefts are described in note 1 to these financial 
statements. The System's contributions for the years ended December 31, 1996, 1995, and 
1994, were $555,817, $573,658, and $492,763, respectively, which were equal to the 
required contributions each year. 

(7) Operating Lease 

The System leases office space under a 10 year operating lease with Third and Walnut, 
Inc., beginning in 1992 with an option to renew for three five year periods. Third and 
Walnut, Inc. is a real estate title holding company that is a component unit of the System. 
Total costs for the lease were $830,469 and $821,686 for the years ended December 31, 
1996 and 1995, respectively. The future minimum lease payments for this lease are as 
follows: 

Year ending 

1997 $ 814,880 
1998 820,363 
1999 820,363 
2000 820,363 
2001 820,363 
Thereafter 820.363 

Total $ 4,916.695 
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(8) Litigation and Contingencies 

The System is invoked in various individual lawsuits, generally related to benefit payments, 
for which an estimate of the effect, if settled adversely, cannot be made. However, the 
individual cases involve legal issues that, if extended to the entire membership, may result 
in significant costs to the System. If such an event were to occur, the additional costs would 
be recovered by the System through adjustments to the employer contribution rate. 

(9) New Accounting Pronouncements 

In March 1997, the Governmental Accounting Standards Board issued its Statement No. 31, 
Accounfing and Financial Reporting for Certain Investments and for External Investment 
Pools. The Statement is effective for financial statements for periods beginning after 
June 15, 1997, although earlier application is encouraged. 

For defined benefit pension plans, Statement No. 31 provides guidance for applying fair 
value to investments in securities subject to purchased put and written call option contracts, 
open-end mutual funds, external investment pools, and interest-earning investment 
contracts. 
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Required Supplemental Schedule 1 
Schedule of Funding Progress 
(Unaudited) 
(dollar amounts in millions) 

Unfunded UAAL 
Actuarial actuarial as a 

Actuarial Actuarial accrued accrued Ratio of percentage 
valuation value of liabilities liabilities assets Covered of covered 

year assets (AALI RJAAL) to AAL ~ a w o l l  D~WOU 

1996 $ 16,Ml.l 15,936.6 (904.5) 105.7 % 3,996.0 (22.6) o/, 
1995 15,510.3 15,0672 (443.1) 102.9 8,861.0 (1 1.5) 
1994 13,991.5 13,742.1 (249.4) 101.8 3,713.7 (6.7) 
1993 13,060.6 12,213.7 (846.9) 106.9 3,487.5 (24.3) 
1992 11,769.4 1 lp88.4 (28 1.0) 102.4 334.4 (8.6) 
1991 10.7902 10.937.8 147.6 98.7 3.221.1 4.6 

Required Supplemental Schedule 2 
Schedule of Employer Contributions 
( d o h  amounts in thousands) 

Annual 
Year ended required Percentage 
December 3 1 contributions contributed 

1996 $ 373902 100.0 % 
1995 376,692 102.1 
1994 342,158 100.2 
1993 3 10,089 98.1 
1992 319,093 100.0 
1991 381,347 100.0 

See accompanying notes to required supplementary schedules. 
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Notes to Required Supplemental Schedules 
(Unaudited) 
December 31,1996 and 1995 

I 
The information presented in the required supplementary schedules was determined as part of the 
actuarial valuations at the dates indicated. Additional information as of the latest actuarial valuation 
follows: I 

Valuation date 

Actuarial cost method 

Amortization method 

Remaining amortimtion period 

Asset valuation method 

Actuarial assmptions: 
Investments rates of return** 

hojected salary increases** 

December 31, L996 

'Variation of entry age actuarial cost method 

Increasing (5 percent annually) 

14 to 19 years, closed 

5-year smoothed market 

Cost-of-living adjustments None 

* A variation of the entry age normal actuarial cost method is used to determinethe liabilities and costs 
related to all of the System's benefits including superannuation, withdrawal, deathand disability beneijts. 
The signieeant difference between the method used for the System and the typical entry age normal 
actuarial cost method is that the normal cost is based on the benefits and contributions for new employes 
rather than for all current employes from their date of entry. This variation should pnxiuce 
approximately the same results as the typical method over the long m. 

Certain changes have been made in the plan or in actuarial assumptions that affect the trends in 
the amounts reported in the schedule of funding progress. Those changes also affected the trend 
in the annual required contributions reported in the schedule of employer contributions. Those 
changes were effectwe for the actuarial valuation report dated as of December 31, 1995. Before 
those changes were made, actuarial assumptions for which there was a change were as follows: 

Actnarial assumptions: 
Investment rates of return 9.25% 
Projected salary iucreases 6.70% 

(Continued) 
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In addition the demographic assumption was changed from the 1971 Group Annuity Mortality Table 
(GAM - 71) to the 1983 Group Annuity Mortality Table (GAM - 83) for current and future employes 
to'reflect continuing morality improvement. The GAM - 71 continues to apply for current retirees. 

In 1994, the actuarial assumption changed to reflect the adoption of a new pay scale that became 
effective January 1, 1994, and compressed the previous schedule of 35 steps to 20 steps. The 
new scale provides longevity increases for members who have at least one year of service. In 
addition, Act 1994-29 provided for a cost-of-living adjustment (COLA) to annuitants with an effective 
date of retirement on or prior to June 30, 1992. 

In the valuation years ended December31, 1996, 1995, 1993, and 1991, actual investment 
earnings exceeded the expected rates of return, thereby causing an increase in the valuation years' 
actuarial value of assets reported in the schedule of funding progress and reduction in the following 
years' annual required contribution reported in the schedule of employer contributions. 
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